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Preface
About This Edition of Related-Party Audit Considerations:
A Case Study Approach
Related-Party Audit Considerations: A Case Study Approach provides guidance on auditing
related-party transactions in accordance with applicable AICPA professional standards
using a case study approach that takes the reader through every phase of the audit affected
by related parties and related-party transactions.

Organization and Content
To provide you with the most useful and comprehensive look at auditing related-party
transactions, Related-Party Audit Considerations: A Case Study Approach provides narrative
guidance that clearly lays out audit considerations and required audit procedures the auditor should perform to respond to risks that arise from related parties and their impact on
a company’s financial statements. The AICPA anticipates making updates to this practice
aid to incorporate future changes in AICPA Professional Standards and best practice recommendations, as necessary.
Because of the complexities surrounding the changes in auditing standards as a result of
the Clarity Project, many practitioners are unaware of the audit requirements relevant
to related-party relationships and transactions. This practice aid is intended to provide
auditors of related-party transactions with guidance and best practices to promote quality and consistency when performing an effective audit of entities having related parties
and related-party transactions. Although this practice aid contains partial guidance with
respect to auditing related-party transactions, auditors should also refer to the applicable
Statements on Auditing Standards, including AU-C section 550, Related Parties (AICPA,
Professional Standards).
In addition to this practice aid, the AICPA also publishes the Audit and Accounting Practice Aids The Engagement Letter: Best Practices and Examples and The Auditor’s Report:
Comprehensive Guidance and Examples, both of which are also offered to provide guidance
to readers on changes that have resulted from the Clarity Project.
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Notice
Related-Party Audit Considerations: A Case Study Approach is a nonauthoritative practice
aid, the auditing content of which is an other auditing publication, as defined in AU-C
section 200, Overall Objectives of the Independent Auditor and the Conduct of an Audit in
Accordance With Generally Accepted Auditing Standards (AICPA, Professional Standards).
Other auditing publications have no authoritative status; however, they may help the auditor understand and apply generally accepted auditing standards. In applying the auditing guidance included in an other auditing publication, the auditor should, exercising
professional judgment, assess the relevance and appropriateness of such guidance to the
circumstances of the audit.
Related-Party Audit Considerations: A Case Study Approach does not establish standards and
is not a substitute for the original authoritative guidance. This document has not been
approved, disapproved, or otherwise acted on by a senior committee of the AICPA. It is
provided with the understanding that the staff and publisher are not engaged in rendering
legal, accounting, or other professional services. All such information is provided without
warranty of any kind.
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Feedback
We hope you find this inaugural edition of Related-Party Audit Considerations: A Case
Study Approach to be informative and useful. Please let us know what you think. What
features do you like? What do you think can be improved or added? We encourage you
to give us your comments and questions. Please send your feedback to the Accounting
and Auditing Publications team of the AICPA directly via e-mail at A&Apublications@
aicpa.org.
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Chapter 1

An Introduction to the Clarity Project and
an Overview of Related Parties
The Clarity Project—A Brief Historical Background
What is the Clarity Project? How will it change the audit process going forward? Will this
affect the audit considerations around related parties?
In connection with the Auditing Standards Board’s (ASB’s) Clarity Project, the ASB redrafted all the auditing sections in Codification of Statements on Auditing Standards (contained in AICPA Professional Standards). The issuance of the clarified standards reflects
the ASB’s established clarity drafting conventions designed to make the auditing standards
easier to read, understand, and apply. Among other improvements, generally accepted
auditing standards (GAAS) now specify more clearly the objectives of the auditor and
the requirements with which the auditor has to comply when conducting an audit in accordance with GAAS. As the ASB redrafted the standards for clarity, it also converged the
standards with the International Standards on Auditing issued by the International Auditing and Assurance Standards Board.
Note that the clarified standards are referenced by AU-C section numbers instead of AU
section numbers. AU-C is a temporary identifier used to avoid confusion with references
to existing AU sections. The AU-C identifier will revert to AU in 2014, by which time the
clarified standards become fully effective for all engagements.
The clarified standards generally will be effective for audits of financial statements for periods ending on or after December 15, 2012. Thus, the clarified standards will be effective
for calendar year 2012 audits. The revisions to GAAS, although extensive, do not create
many substantial requirements or change many existing requirements. Most are consistent
with existing GAAS. Some, however, do contain significant changes from the extant1 standards and require auditors to prepare accordingly. This publication provides guidance on
the requirements and best practices associated with related parties for audit engagements
under the clarified standards.

1. The term extant describes the auditing standards that are superseded by the clarified auditing standards.

1
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An Overview of the Auditor’s Responsibilities for Related Parties and
Substantive Changes to the Extant Standard
When effective, AU-C section 550, Related Parties, (AICPA, Professional Standards), will
supersede AU section 334, Related Parties (AICPA, Professional Standards). AU section 334
focused on the requirements in Financial Accounting Standards Board (FASB) Accounting
Standards Codification (ASC) 850, Related Party Disclosures, when auditing the amounts
and disclosures pursuant to accounting principles generally accepted in the United States
of America (GAAP). When defining related parties, AU-C section 550 refers to the definition provided by the applicable financial reporting framework. Accordingly, AU-C section
550 is framework neutral and, in addition to GAAP, encompasses International Financial
Reporting Standards (IFRSs), as promulgated by the International Accounting Standards
Board, and special purpose frameworks described in AU-C section 800, Special Considerations—Audits of Financial Statements Prepared in Accordance With Special Purpose Frameworks (AICPA, Professional Standards).
In revising AU section 334, the ASB’s intention was to improve the auditor’s understanding of his or her responsibilities toward related-party relationships and transactions in
an audit of financial statements. As previously stated, AU-C section 550 is framework
neutral (that is, it applies regardless of whether the financial statements are prepared in
accordance with GAAP, IFRSs, or a special purpose framework). It also places a greater
focus on assessing the risk of material misstatements from related parties. For auditors who
did not perform risk assessment procedures associated with related-party relationships and
transactions in the past, the requirements under the clarified standards may be perceived
as a change. Additionally, because AU-C section 550 is framework neutral, auditors who
did not perform related-party procedures because the applicable financial reporting framework was not GAAP may be required to perform additional procedures.
When performing risk assessment procedures during the planning phase of an audit,
paragraph .19 of AU-C section 550 states that the auditor should identify and assess the
risks of material misstatement associated with related-party relationships and transactions
and determine whether any of those risks are significant risks. Any identified significant
related-party transaction outside the entity’s normal course of business is typically considered a significant risk, thereby creating required audit procedures. Paragraph .30 of AU-C
section 315, Understanding the Entity and Its Environment and Assessing the Risks of Material Misstatement (AICPA, Professional Standards), states that for significant risks, the auditor should obtain an understanding of the entity’s controls, including control activities,
relevant to those risks and, based on that understanding, evaluate whether such controls
have been suitably designed and implemented to mitigate such risks. In addition, paragraph .22 of AU-C section 330, Performing Audit Procedures in Response to Assessed Risks
and Evaluating the Audit Evidence Obtained (AICPA, Professional Standards), states that if
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the auditor has determined that an assessed risk of material misstatement at the relevant
assertion level is a significant risk, the auditor should perform substantive procedures that
are specifically responsive to that risk.
In addition to risk assessment procedures, specific inquiries should be held with management in accordance with paragraph .14 of AU-C section 550. The auditor should
inquire of management about the identity of all related parties, including changes from
the prior period, the nature of the relationships between the entity and these related parties, and whether the entity entered into any transactions with these related parties. The
auditor should then gain an understanding of the type and purpose of such transactions,
as well as the controls to identify, account for, and disclose related-party relationships and
transactions; authorize and approve significant transactions and arrangements with related
parties; and authorize and approve significant transactions and arrangements outside the
normal course of business. In accordance with paragraph .15 of AU-C section 550, the
auditor should inquire of management and others within the entity and perform other risk
assessment procedures considered appropriate to obtain an understanding of the controls,
if any, that management has established to identify, account for, and disclose relatedparty relationships and transactions; authorize and approve significant transactions and
arrangements with related parties; and authorize and approve significant transactions and
arrangements outside the normal course of business. Such inquiries may result in the identification of a material weakness in internal control over financial reporting for clients who
do not have systems in place to gather this information.
Because related parties are not independent of each other, there are often higher risks of
material misstatement through related-party transactions than through transactions with
unrelated parties. Furthermore, financial reporting frameworks often contain accounting
and disclosure requirements regarding related-party transactions and balances. These requirements are intended to provide financial statement users with an understanding of the
nature of these transactions and balances and the actual or potential effects of such transactions on the entity’s financial statements. Some of the potential risk factors with regard
to related-party transactions include the following:
Related parties may operate through an extensive and a complex range of relationships and structures.
Related-party relationships may be concealed because they present a greater opportunity for collusion, concealment, or manipulation by management.
The entity’s information systems may be ineffective at identifying or summarizing
transactions and outstanding balances between the entity and its related parties.
Management may be unaware of the existence of all related-party relationships and
transactions.

3
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Related-party transactions may not be conducted under normal market terms and
conditions. such as above or below fair values, or no exchange of consideration at
all.
Management is responsible for the identification and disclosure of related parties and accounting for the transactions. This responsibility requires management to implement adequate internal control to ensure that transactions with related parties are appropriately
identified and recorded in the information system and disclosed in the financial statements. In accordance with paragraph .16 of AU-C section 550, the auditor should remain
alert for related-party information when reviewing records or documents during the audit.
This includes the inspection of certain key documents but does not require an extensive
investigation of records and documents to specifically identify related parties. In smaller
entities, these procedures are likely to be less sophisticated and informal. Management
may not have readily available information about related parties (the accounting systems
are unlikely to have been designed to identify related parties), so the auditor may need to
make inquiries and review accounts with specific parties beyond the review of accounting
records and disclosures in the financial statements.
Because related parties are not independent of each other, many financial reporting
frameworks establish specific accounting and disclosure requirements for related-party
relationships, transactions, and balances. These requirements enable the users of financial
statements to understand their nature and actual or potential effects on the financial statements. When the applicable financial reporting framework establishes requirements for
related-party accounting and disclosure, the auditor has a responsibility to perform audit
procedures to identify, assess, and respond to the risks of material misstatement arising
from the entity’s failure to appropriately account for or disclose related-party relationships,
transactions, or balances in accordance with the requirements of the framework. When the
applicable financial reporting framework establishes minimal or no related-party requirements, the auditor, at minimum, should, in accordance with AU-C section 550, obtain
a sufficient understanding of the entity’s related-party relationships and transactions to
be able to conclude whether the financial statements, insofar as they are affected by those
relationships and transactions, are presented fairly. When information is identified that
suggests the existence of related-party relationships or transactions that were not previously identified or disclosed by management, the auditor is required to determine whether
the underlying circumstances confirm the existence of such relationships or transactions.
In the planning phase of an audit, AU-C section 240, Consideration of Fraud in a Financial Statement Audit (AICPA, Professional Standards), and AU-C section 315 require
that engagement teams hold brainstorming sessions that include consideration of fraud,
as well as the susceptibility of the entity’s financial statements to material misstatement.
Paragraph .13 of AU-C section 550 states that in required engagement team discussions,
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the auditor should include specific consideration of the susceptibility of the financial statements to material misstatement due to fraud or error that could result from the entity’s
related-party relationships and transactions. A discussion among the audit team in the
context of fraud may include specific consideration of the following:
Entities formed to accomplish specific purposes and that are controlled by management might be used to facilitate earnings management.
Transactions between the entity and a known business partner of a key member of
management could be arranged to facilitate misappropriation of the entity’s assets.
The form of a related-party transaction may mask its substance. For example, equity distributions or capital contributions may be structured as loans.
Related-party transactions may be subject to period-end “window dressing.” For
example, a stockholder may pay a loan shortly before period-end, but the entity
loans the same amount to the stockholder shortly after period-end.
Certain entities, such as governmental entities or entities operating in regulated
industries, may circumvent laws or regulations that limit or restrict their ability to
engage in transactions with related parties.
In accordance with paragraph .21 of AU-C section 550, the auditor should design and perform audit procedures to obtain sufficient appropriate audit evidence about the assessed
risks of material misstatement associated with related-party relationships and transactions.
The nature, timing, and extent of the further audit procedures the auditor may select to
respond to the assessed risks of material misstatement associated with related-party relationships and transactions depend on the nature of those risks and the circumstances of
the entity. When performing substantive procedures, the auditor should inspect records
or documents that indicate the existence of related-party relationships or transactions that
management has not previously identified or disclosed to the auditor. Examples of those
records or documents include the following:
Third-party confirmations obtained by the auditor (including bank and legal confirmations)
Minutes of meeting of shareholders and those charged with governance
Contracts and agreements with key management or those charged with governance
Significant contracts and agreements not in the entity’s ordinary course of business
As provided by paragraph .A35 of AU-C section 550, the following are examples of
substantive audit procedures the auditor may perform when he or she has assessed a

5

PA-Related Parties Pages.indd 5

1/9/13 9:38 AM

significant risk that management has not appropriately accounted for or disclosed specific
related-party transactions:
Confirming the purposes, specific terms, or amounts of the transactions with the
related parties (this audit procedure may be less effective when the auditor judges
that the entity is likely to influence the related parties in their responses to the
auditor)
Inspecting evidence in possession of the other party(ies) to the transaction
Confirming or discussing significant information with intermediaries, such as
banks, guarantors, agents, or attorneys, to obtain a better understanding of the
transaction
Referring to financial publications, trade journals, credit agencies, and other information sources when there is reason to believe that unfamiliar customers, suppliers,
or other business enterprises with which material amounts of business have been
transacted may lack substance
With respect to material uncollected balances, guarantees, and other obligations,
obtaining information about the financial capability of the other party(ies) to the
transaction. Such information may be obtained from audited financial statements,
unaudited financial statements, income tax returns, and reports issued by regulatory agencies, taxing authorities, financial publications, or credit agencies.
Upon completion of substantive procedures, the auditor should consider certain items
with regard to related parties when forming an opinion on the financial statements. Paragraph .26 AU-C section 550 states that the auditor should evaluate the following:
Whether the identified related-party relationships and transactions have been appropriately accounted for and disclosed
Whether the effects of the related-party relationships and transactions prevent the
financial statements from achieving fair presentation
The auditor should modify the auditor’s report if it is not possible to obtain sufficient appropriate audit evidence concerning related parties and transactions or if management’s
disclosure in the financial statements (as required by the applicable financial reporting
framework) is not considered adequate.

6
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An Overview of the Financial Statement Preparer’s
Responsibilities for Related Parties Under GAAP
Entities preparing financial statements in accordance with GAAP, the financial reporting
framework most commonly used in the United States, should refer to FASB ASC 850 for
guidance on the proper accounting treatment of related parties and related-party transactions. As previously stated, the definition of related parties resides in the particular financial reporting framework being applied by the entity. FASB ASC 850-10-20 considers the
following relationships and transactions as related parties:
a. Affiliates of the entity
b. Entities for which investments in their equity securities would be required to be
accounted for by the equity method by the investing entity, absent the election of
the fair value option under the “Fair Value Option” subsection of FASB ASC 82510-15
c. Trusts for the benefit of employees, such as pension and profit-sharing trusts that
are managed by, or under the trusteeship of, management
d. Principal owners of the entity and members of their immediate families
e. Management of the entity and members of their immediate families
f. Other parties with which the entity may deal if one party controls or can significantly influence the management or operating policies of the other to an extent
that one of the transacting parties might be prevented from fully pursuing its own
separate interests
g. Other parties that can significantly influence the management or operating policies
of the transacting parties or that have an ownership interest in one of the transacting parties and can significantly influence the other to an extent that one or more
of the transacting parties might be prevented from fully pursuing its own separate
interests.
To better understand how related parties are defined within FASB ASC 850, it is important to note that an affiliate is a party that, directly or indirectly through one or more
intermediaries, controls, is controlled by, or is under common control with an entity.
Principal owners are defined as owners of record or known beneficial owners of more than
10 percent of the voting interests of the entity. For additional clarification on terms that
are used to define related parties, refer to FASB ASC 850-10-20.

7
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FASB ASC 850-10-50 only requires disclosure of related-party transactions that are material to the financial statements. For material related-party transactions, financial statements
are required to include disclosures including the following information in accordance with
FASB ASC 850-10-50:
a. The nature of the relationship(s) involved
b. A description of the transactions, including transactions to which no amounts or
nominal amounts were ascribed, for each of the periods for which income statements are presented and such other information deemed necessary to an understanding of the effects of the transactions on the financial statements
c. The dollar amounts of transactions for each of the periods for which income statements are presented and the effects of any change in the method of establishing the
terms from that used in the preceding period
d. Amounts due from or to related parties as of the date of each balance sheet presented and, if not otherwise apparent, the terms and manner of settlement
e. Additional requirements as listed in FASB ASC 740-10-50-17 if the entity is a
member of a consolidated tax return

An Introduction to Case Studies Included in
This Practice Aid
The case studies in the following chapters of this practice aid are assumed to include financial statements that have been prepared in accordance with GAAP and, thus, follow the
preceding definition for related parties. These case studies were chosen to highlight several
scenarios in which related-party relationships may impact the audit plan and procedures
and potentially increase the risk of material misstatement of the financial statements. Each
scenario includes examples of related-party relationships, as previously noted, and spans
the entire audit process, from the preliminary brainstorming and planning sessions to internal controls and substantive testing, ultimately concluding with the issuance of an audit
opinion.
In developing the case studies, we aimed to select scenarios with widespread appeal to our
readers. We targeted related-party transactions that could occur across multiple industries
and influence companies of any size:

8
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“Case Study 1—A Manufacturer’s Major Supplier Is a Related Party” highlights
the expense transactions surrounding a supplier contract in which the terms of the
agreement were negotiated by family members employed by two different entities.
“Case Study 2—Related-Party Transactions at a Small Business” highlights a company categorized within the spectrum of small and medium enterprises with ineffective internal controls for monitoring cash activities and employee expenditures
for reimbursement.
“Case Study 3—Related-Party Transactions With a Variable Interest Entity” explores variable interest entities (VIEs) and highlights a sales and marketing contract
negotiated by related parties.
Case study 1 addresses the issue of family members engaging in related-party transactions
and whether those transactions were executed to the detriment of both companies and
investors with ownership shares. The case study discusses steps taken by the auditor to become comfortable with the terms of the transactions and includes an analysis to determine
whether the transactions can be considered arm’s length.
Case study 2 addresses the complexities surrounding the monitoring of controls in a small
business. Due to limited resources in smaller entities and, thus, potential ineffective implementation of controls, there is often an increase in the risk of material misstatement
of the financial statements because of related-party activity. In addition, this case study
emphasizes the need for smaller entities to ensure that related-party transactions involving
revenue and expense accounts are properly recorded and reflected in earnings.
Case study 3 addresses the topic of VIEs. Investors with equity stakes in another entity
may have the ability to exercise significant influence in the operation of the entity. In such
a scenario, it is important for the auditor to understand the existence of any related-party
transactions and whether such transactions increase the risk of the material misstatement
of the financial statements and, in the most extreme cases, present greater opportunities
for committing fraud.
The focus of auditors in identifying the risk of material misstatement of the financial
statements with regard to related parties, regardless of the audited company’s characteristics,
results in certain repetitions in the development of audit plans and audit procedures across
various entities. This is evident in the case studies because they contain similar language
surrounding topics such as planning the audit, the testing of internal controls, and the
use of external confirmations. However, each audit engagement is bound to have its own
unique characteristics that mandate further audit procedures. Through hypothetical case
studies, we show scenarios in which unforeseen developments in the audit engagements

9
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lead the auditors to modify planned audit procedures to seek more persuasive audit
evidence.
AU-C section 550 is referenced throughout the case studies to emphasize the responsibility of auditors to perform audit procedures to identify, assess, and respond to the risks of
material misstatement due to the existence of related parties. However, in conducting audits of related parties, it is important to understand that AU-C section 550 is to be applied
in tandem with other auditing standards in performing the audit. For example, auditors
should plan and perform the audit with professional skepticism, in accordance with AU-C
section 200, Overall Objectives of the Independent Auditor and the Conduct of an Audit in
Accordance With Generally Accepted Auditing Standards (AICPA, Professional Standards),
with a responsibility to gain an understanding of the entity’s related-party relationships
and transactions to evaluate whether one or more fraud risk factors are present pursuant
to AU-C section 240. Auditors should properly document audit findings throughout the
engagement, in accordance with requirements set forth in AU-C section 230 Audit Documentation (AICPA, Professional Standards); understand the entity and its environment,
including the entity’s internal control, as stated in AU-C section 315; and gather enough
relevant audit evidence to determine whether the financial statements are materially misstated, in accordance with AU-C section 330.
The following case studies are meant to provide meaningful insight about how the requirements of the various auditing standards previously referenced are intermingled and
collectively applied. However, these case studies do not provide an all-inclusive look at all
the AU-C sections that may be relevant for annual audits because the planning and procedures for each client engagement will vary depending on the circumstances surrounding
the client’s business and the considerations unique to each audit engagement.

10
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Chapter 2

A Manufacturer’s Major Supplier Is a
Related Party (Case Study 1)
Background
Schneider & LeValley Company (Schneider) operates as a worldwide diversified power
management company. The company provides hydraulics components, systems, and services for industrial and mobile equipment and automotive drivetrain and powertrain systems for performance, fuel economy, and safety. Schneider sells its products to customers
in 10 countries. Schneider is a nonpublic company and uses accounting principles generally accepted in the United States of America (GAAP) as its financial reporting framework.
When Schneider first commenced operations, it was entirely self-sufficient. Its manufacturing plants created all the components necessary for its products. However, management created a business plan and managed its operations with a large scale growth plan
in place. The original owners planned on becoming an influential player in their industry
within one decade.
After considering various options, Schneider concluded that outsourcing the manufacturing of specialized widgets that are common to many of the finished goods was the most
viable option. One of the suppliers benefitting from Schneider’s recent commitment to
outsourcing was Barnaby & Ciampi Company (Barnaby), a company in which Schneider
owns a minority interest.
This case study analyzes the audit approach taken by Schneider’s independent auditors
to identify and address the related-party relationship between Schneider and Barnaby.
The relationship came to fruition because Schneider family members were employed at
Schneider and Barnaby in positions of authority to initiate an increased volume of transactions between the 2 companies. In addition, Schneider was considered a principal owner
of Barnaby because it had a minority interest ownership in excess of 10 percent, including
voting interests. Because these factors fall within the definition of related parties in Financial Accounting Standards Board (FASB) Accounting Standards Codification (ASC) 85010-20, as provided in chapter 1, “An Introduction to the Clarity Project and an Overview
of Related Parties,” of this practice aid, the auditor performs required audit procedures
to gain a comprehensive understanding of the legitimacy of the related-party relationship
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and transactions and assesses whether the business relationship gives rise to higher risks of
material misstatement of the financial statements than transactions with unrelated parties.

Planning the Audit
Alexander & Edwards, LLC (Alexander), the independent auditor for Schneider, kicked
off the current year engagement by meeting with members of Schneider’s management
team. Based on informal phone conversations, Alexander expected the current year audit
to resemble the prior year audit in terms of timing and procedures. Management indicated
that no significant changes had been implemented relevant to Schneider’s processes for
preparing, reviewing, and approving the financial statements.
Alexander reminded Schneider’s management team that the financial statements subject
to audit were those of the entity prepared and presented by management of the entity with
oversight from those charged with governance. Generally accepted auditing standards,
specifically paragraph .06 of AU-C section 200, Overall Objectives of the Independent Auditor and the Conduct of an Audit in Accordance With Generally Accepted Auditing Standards
(AICPA, Professional Standards), requires the auditor to obtain reasonable assurance (a
high, but not absolute, level of assurance) about whether the financial statements as a
whole are free from material misstatement, whether due to fraud or error. Reasonable assurance is supported by sufficient appropriate audit evidence to reduce audit risk (that is,
the risk that the auditor expresses an inappropriate opinion when the financial statements
are materially misstated) to an acceptably low level.
The current year engagement would represent the eighth consecutive year that Schneider
retained Alexander as the firm’s auditor. During each of the preceding years, Alexander
issued unmodified opinions and noted only minor items for improvement in the management recommendations report. Despite the ongoing auditor-client relationship, the
Alexander team understood the importance of planning and performing the audit with
professional skepticism, recognizing that, as stated in AU-C section 200, circumstances
may exist that could cause the financial statements to be materially misstated, including
circumstances connected with related-party transactions and relationships.
Professional skepticism dictates that Alexander properly evaluate the reliability of audit
evidence to help determine whether audit evidence supported management’s claims and
representations and to determine whether additional procedures would be necessary for
the completion of the audit. In the absence of professional skepticism, Alexander could
potentially overlook key audit findings, including those that would affect an auditor’s assessment of the risk of material misstatement and the auditor’s evaluation of the entity’s
susceptibility to fraudulent activities and reporting. Therefore, the audit team did not

12

PA-Related Parties Pages.indd 12

1/9/13 9:38 AM

make any assumptions regarding the current state of business at Schneider and would continue to exercise professional judgment in planning and performing the audit of financial
statements throughout the engagement.
Management confirmed that they continue to prepare the financial statements in conformity with GAAP and that their financial statements continue to reflect the assertion
that related-party transactions are conducted on terms equivalent to those prevailing in an
arm’s-length transaction. They provided Alexander a summary of significant accounting
policies, including the impact of recent accounting standards on the presentation and disclosure of company information. The adoption of the recent standards did not materially
impact Schneider’s financial statements in any way.
With Schneider operating on a calendar year, Alexander commenced the current year
audit with a brainstorming session at its headquarters in September 2012. During the session, the audit team established an overall audit strategy to shape the scope and expected
timing in the development of the audit plan, from initial inquiries and interim testing to
the signing of the management representation letter and issuance of the audit opinion.
In addition, the audit team incorporated into their brainstorming session a discussion of
the consideration of fraud, as required under AU-C section 240, Consideration of Fraud
in a Financial Statement Audit (AICPA, Professional Standards), and the susceptibility of
the entity’s financial statements to material misstatement, as required under AU-C section 315, Understanding the Entity and Its Environment and Assessing the Risks of Material
Misstatement (AICPA, Professional Standards). In accordance with paragraph .13 of AU-C
section 550, Related Parties (AICPA, Professional Standards), the discussion included
specific consideration of the susceptibility of the financial statements to material misstatement due to fraud or error that could result from the entity’s related-party relationships
and transactions.
The engagement partner reminded the team that, in accordance with AU-C section 200,
the ultimate goal of the audit was to get comfortable that the financial statements as a
whole were free from material misstatement, whether due to fraud or error. This would
permit Alexander to express an opinion on whether the financial statements are prepared,
in all material respects, in accordance with GAAP. By properly planning the audit, the
team sought to obtain sufficient audit evidence to reduce audit risk to an acceptably low
level and thereby enable Alexander to draw reasonable conclusions on which to base an
audit opinion.
In developing the audit plan, Alexander understood the importance of gaining an understanding of Schneider’s internal controls. In accordance with paragraph .03 of AU-C
section 315, Alexander’s objective was to identify and assess the risks of material misstatement, whether due to fraud or error, at the financial statement and relevant assertion
levels. Gaining an understanding of the entity and its environment, including the entity’s
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internal control, provides a basis for designing and implementing responses to the assessed
risks of material misstatement.
To facilitate interim testing, Alexander constructed a client request list. The list requested
that Schneider provide Alexander the latest interim financial statements dated September
30, 2012, and the appropriate supporting schedules. The open items list generated by the
audit team included
reviewing the prior year audit working papers to highlight significant risks identified in the prior year and whether those might influence the current year audit.
identifying material changes to the account balances within the financial
statements.
noting changes to business operations, including major relationships with suppliers, vendors, and clients.
identifying significant company headlines and events, including key personnel
changes, promotions, and departures.
In 2011, the engagement manager highlighted the existence of related parties. Mike
Schneider, the president of Schneider, has served in a management role since its inception. It was not uncommon for Schneider to hire family and friends of the firm, even as
the company expanded. Family members occupied positions that ranged from associate
to managerial levels. In 2011, the family members in the most influential positions were
Robert Schneider: vice president.
Sandra Schneider: assistant vice president.
Curtis Schneider: assistant controller.
Janelle Schneider: senior analyst—operations.
After identifying the entity’s related parties and performing required procedures prescribed
by AU-C section 550, Alexander ultimately concluded that the entity did not enter into
any transactions with those parties that could increase the risk of material misstatement of
the financial statements.

Performing the Audit
During interim testing, the auditor looked for changes to related parties since the prior
year. Alexander noticed a significant change to the management team while reviewing
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Schneider’s organizational chart. In February 2012, shortly after Alexander issued its 2011
audited financial statements, Robert Schneider, the company’s vice president, resigned
from Schneider to seek employment with Barnaby, one of the company’s major suppliers
of manufacturing components and one in which Schneider owned a minority interest of
greater than 10 percent. Alexander read through press releases provided by Schneider, as
well as recent news available on the Internet, that confirmed that Robert Schneider left
Schneider to accept the role of CEO at Barnaby.
Concurrent with the audit manager’s review of related-party relationships, Alexander’s
senior associate (senior) conducted a high-level variance analysis in an effort to identify
potential risk areas and focuses for the audit. The senior looked at significant swings in
certain balances within the balance sheets, the statements of operations, and the statements of cash flows by downloading the relevant financial information into Alexander’s
proprietary Excel template, highlighting the changes in dollar amounts and percentages
between the periods under examination.
The swing in earnings per share (EPS) raised the first red flag. In the second quarter,
Schneider experienced a net loss for the first time in three years. The net loss for the third
quarter marked the first back-to-back period of quarterly losses in over one decade. This
prompted the engagement senior to take a closer look at revenues, which actually indicated growth across the first three quarters of 2012. The next step was for the senior to
take a closer look at the significant expense categories to understand any major variances.
As part of the expense analysis, the senior defined materiality for expense accounts and reviewed fluctuations greater than $15 million with a ±3% variance. Alexander reviewed totals for the 9 months ended September 30, 2012, and 2011. This comparison factored in
the cyclical nature of Schneider’s business. Through the analysis, the cause of the drop in
earnings became quite apparent. The general ledger account “Cost for Industrial Materials” increased by $45 million and a staggering 9 percent in comparison with the 9 months
ended September 30, 2011.
Because the general ledger was used as the source document for the initial variance analysis, the senior requested Schneider’s subsidiary cost ledger from which selections would
be made for testing. The subsidiary ledger divided the financial data into more manageable parts, listing every contractor, supplier, and outsourced service provider with which
Schneider engaged in business in 2012; it tied into the general ledger. It also provided a
list of the company-wide expenses for the entire period.
The subsidiary ledger revealed interesting facts. Through the first 3 quarters of 2012,
Schneider placed a greater concentration of outsourcing responsibilities in the hands
of fewer contractors. Only 6 vendors (down from 9 vendors in the prior year) were
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responsible for more than half the production and shipment of the widgets to Schneider.
Barnaby accounted for over 15 percent of the volume of widgets purchased in 2012, a
10 percent jump year over year. Alexander recalled that Barnaby was considered a related
party due to the principal ownership relationship, as well as the fact that management was
made up of immediate family members.
Following the guidance of paragraph .28 in AU-C section 315, Alexander was required to
determine whether any of the risks identified are, in the auditor’s professional judgment,
a significant risk. The increased volume of transactions with Barnaby, a related party, represented such a risk. The senior promptly shared the identity of this significant risk with
the other members of the audit team, in accordance with paragraph .18 of AU-C section
550. The engagement partner communicated to the audit team the need to modify the
overall audit strategy and audit plan and, thereby, the resulting nature, timing, and extent
of further audit procedures, based on the revised consideration of assessed risks. Alexander would need to gain an understanding of Schneider’s controls and control activities
relevant to the identified significant risk, as prescribed by paragraph .30 of AU-C section
315. In addition, Alexander would need to perform tests of controls to evaluate whether
these controls were suitably designed and implemented to mitigate risks discovered by
the transactions identified to cause the significant increase in expense accounts. Lastly, as
stated in paragraph .22 of AU-C section 330, Performing Audit Procedures in Response to
Assessed Risks and Evaluating the Audit Evidence Obtained, (AICPA, Professional Standards),
because the assessed risk of material misstatement at the relevant assertion level (in this
case, completeness) is a significant risk, Alexander would need to perform substantive procedures that are specifically responsive to that risk.
The senior communicated to the team that within the past year, Barnaby went from being
the fifth most relied upon vendor to the primary vendor for providing Schneider with
the widgets used in the manufacturing of its products. The engagement partner then emphasized the potential risk of material misstatement surrounding the decision of Robert
Schneider, son of the founder, to leave Schneider to seek employment at Barnaby and
Schneider’s subsequent decision to substantially increase the volume of business conducted
with Barnaby. In addressing the staff, the engagement partner stated the importance of
designing and performing further audit procedures to obtain sufficient appropriate audit
evidence about the assessed risks of material misstatement associated with related-party
relationships and transactions, as stated in paragraphs .05–.06 of AU-C section 330.
Following the discovery of the increased transactions with Barnaby, Alexander set up
meetings with members of Schneider’s accounting team to obtain the supporting schedules necessary to better understand the relevant cost drivers that led to the significant
increase in expenses. The senior organized a meeting with the firm’s controller, who was
responsible for managing and supervising the daily operations of the accounting team.
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Alexander planned to test the existence and operating effectiveness of internal controls
and also perform substantive testing, in accordance with AU-C sections 315 and 330,
respectively.
The meeting commenced with the controller’s description of the entire procurement process for materials consumed into the production process, including the process for recording expenses in the accounting system. This discussion allowed the engagement team to
gain a better understanding of the processes driving
vendor selection.
contract review and approval.
the receipt, review, rejection or authorization, and payment of invoices.
data entry into the accounting system and any subsequent review and approval by
upper management.
The controller also provided the senior with the entity’s accounting handbook that included the company’s best practices for entering into transactions with new vendors. As
a matter of policy, all key members of management received a copy of the document and
acknowledged their receipt by completing the signature page in the rear of the handbook
that went into the employee files.
The audit team also sought to better understand Schneider’s relationship with its significant vendors and whether Schneider offered special terms to Barnaby around the time
that Robert Schneider assumed his new role at Barnaby. The partner and manager agreed
to individually interview Schneider’s executives, noting that in a group setting, certain
managers may dominate the discussion and influence the answers of other managers. Individual sessions normally promoted more honest answers with less peer pressure due to the
absence of other management members. Interviews were held to
better understand the circumstances surrounding Robert Schneider’s departure
and any other relevant employee turnover as it related to employees charged with
governance or those decision makers capable of materially influencing company
operations.
determine why the related-party transactions involving Schneider and Barnaby
were not disclosed during the initial inquiries of management.
The engagement partner reminded the engagement team of their responsibilities as they
pertained to related parties, including the awareness that related parties are not independent of each other and the requirement to understand the nature and actual or potential
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effects of related-party relationships, transactions, and balances on the financial statements. This meant performing audit procedures to identify, assess, and respond to the
risks of material misstatement arising from the entity’s failure to appropriately account for
or disclose related-party relationships, transactions, and balances, as stated in paragraph
.04 of AU-C section 550. Additionally, the partner explained that, in accordance with
paragraph .24 of AU-C section 240, gaining an understanding of the entity’s related-party
relationships and transactions is relevant to Alexander’s evaluation of whether one or more
fraud risk factors were present because of the ability of companies to more easily commit
fraud through related parties. Lastly, the engagement partner emphasized the importance
of remaining alert when inspecting records or documents that may indicate the existence
of related-party relationships or transactions not previously identified or disclosed to the
auditor. As stated in paragraph .16 of AU-C section 550, such records and documents
include bank and legal confirmations and minutes of meetings of shareholders and those
charged with governance.
Next, the senior sought to better understand the terms of Schneider’s relationships with
vendors. The senior requested copies of all contractual agreements between Schneider and
its major vendors and reviewed the terms between Schneider and Barnaby. In accordance
with paragraphs .14–.15 of AU-C section 550, the senior inquired about the controls, if
any, that management established to
identify, account for, and disclose related-party relationships and transactions.
authorize and approve significant transactions and arrangements with related
parties.
authorize and approve significant transactions and arrangements outside the normal course of business.
After documenting their understanding of controls in place for entering into contracts
with related parties, Alexander considered elements relevant to mitigating the risks of material misstatement associated with related-party relationships and transactions, such as the
following, consistent with paragraph .A17 of AU-C section 550:
Internal ethical codes, appropriately communicated to the entity’s personnel and
enforced, governing the circumstances in which the entity may enter into specific
types of related-party transactions
Policies and procedures for open and timely disclosure of the interests that management and those charged with governance have in related-party transactions
The assignment of responsibilities within the entity for identifying, recording,
summarizing, and disclosing related-party transactions
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Timely disclosure and discussion between management and those charged with
governance of significant related-party transactions outside the entity’s normal
course of business, including whether those charged with governance have appropriately challenged the business rationale of such transactions (for example, by
seeking advice from external professional advisers)
Clear guidelines for the approval of related-party transactions involving actual or
perceived conflicts of interest, such as approval by a subcommittee of those charged
with governance comprising individuals independent of management
Periodic reviews by internal auditors, when applicable
Proactive action taken by management to resolve related-party disclosure issues,
such as seeking advice from the auditor or external legal counsel
Alexander continued its tests of controls by selecting a sample of purchase orders initiated
for Barnaby, followed by walk-throughs that demonstrated Schneider’s process of how
the transaction is first entered and ultimately rolled into the general ledger and financial
statements, including the related approvals by the purchasing agents and upper management. Alexander’s staff prepared a memorandum that documented the details of the audit
evidence, in accordance with AU-C section 230, Audit Documentation, (AICPA, Professional Standards), identifying characteristics of the specific items and matters tested. Print
screens showing snapshots of the transactions recorded into the accounting system were
also included in the audit files.
Next, Alexander performed legal inquiries with the compliance department that was responsible for the creation and review of legal agreements with suppliers, contractors, and
vendors. This department was also responsible for maintaining copies of the signed, executed documents on-site in locked file cabinets. Alexander requested copies of the fully
executed contracts for a sample of six suppliers to examine the terms of the purchases by
supplier and accordingly summarized the findings in spreadsheets:
Supplier A: 500,000 widgets—$25.00 per unit
Supplier B: 700,000 widgets—$24.50 per unit
Supplier C: 600,000 widgets—$24.60 per unit
Supplier D: 320,000 widgets—$25.95 per unit
Supplier E: 365,000 widgets—$25.75 per unit
Barnaby: 1 million widgets—$28.75 per unit
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The contractual terms for Barnaby raised the following questions:
Were the transactions with Barnaby conducted as the equivalent of arm’s-length
transactions?
Why would Schneider agree to conduct the majority of its business with Barnaby
when Barnaby appeared to offer the least competitive terms?
Why did the competing suppliers offer volume discounts, but Barnaby charged a
higher price per unit?
Was there any financial pressure that forced the management of either Schneider or
Barnaby to agree to the contractual terms?
Was there potential for any unrecorded transactions between Schneider and
Barnaby?
Was the related-party relationship used to engage in asset misappropriation?
Did the related-party relationship present a greater opportunity for collusion or the
manipulation of financial statement information?
Despite receiving unmodified audit opinions in prior periods with no significant deficiencies or material weaknesses noted with regard to internal controls, Alexander continued to
perform procedures to assess whether family relationships encouraged Schneider to accept
terms for the related-party transactions with Barnaby that were not equivalent to arm’slength transactions. Alexander understood that Schneider’s assertion that its financial
statements included the assertion that related-party transactions are conducted at arm’s
length meant the auditor should obtain sufficient appropriate audit evidence about the
assertion, as stated in paragraph .25 of AU-C section 550. As such, Alexander had to exercise professional skepticism and consider the possibility, however likely or remote, that
the contract with Barnaby might not have been on terms equivalent to those prevailing in
an arm’s-length transaction.
As a result of the contract review with the compliance department, the auditors approached
management to understand why
contractual terms varied by supplier.
Schneider terminated multiple supplier contracts in the current year.
Schneider would engage in more transactions with fewer vendors, a move that
would seemingly put the business at risk because of increased reliance on fewer
business partners.
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In addition, the audit manager inquired further about the related-party transactions involving Mike Schneider, the president of Schneider, and Robert Schneider, the former
vice president of Schneider and now CEO of Barnaby. Management then provided additional background regarding the relationship between Schneider and Barnaby and the
factors that resulted in Schneider contracting with Barnaby for the production of more
widgets.
In 2005, Schneider purchased 18 percent of the shares of Barnaby. In each year since
the purchase, Schneider maintained between 10 percent and 20 percent of an ownership
interest in Barnaby. Schneider did not exercise significant control or influence over the
operations of Barnaby, but on multiple occasions, former employees of Schneider moved
on to positions within Barnaby upon mutual agreement by both companies.
Schneider purchased a minority share of Barnaby because Schneider’s management believed in Barnaby’s business model and saw great potential for business synergies. Barnaby
produced specialized widgets, necessary components of Schneider’s core products. When
Schneider’s management discussed the possibility of outsourcing certain manufacturing
responsibilities, they agreed they would feel more comfortable if they chose companies
with whom they had built close relationships with management; even more preferable,
management considered acquiring minority interests in such business partners. Their rationale was that the investment could help improve the efficiency of widget production;
furthermore, they would not need to operate as many manufacturing plants of their own,
reducing internal costs associated with production.
During 2012, the effects of the harsh economic downturn from four years prior forced
three of Schneider’s major widget suppliers to restructure their business operations. As a
result, these suppliers were unable to maintain enough production to satisfy the agreedupon contractual quotas for 2012. When Schneider learned it could no longer rely on
these vendors, it scurried for alternative sources of widget manufacturing.
Because of the time sensitivity in meeting client deadlines, options for finding new suppliers were limited. Most prospective suppliers lacked the capacity to handle the demand of
Schneider’s order volume. According to Schneider, Barnaby was the only company willing
to make concessions to help Schneider meet its critical deadlines.
To substantiate the preceding facts, Alexander requested documentation to support such
claims. The compliance department provided e-mails exchanged between Schneider and
prospective suppliers, with relevant attachments, including proposed contracts and the
terms, including the number of widgets purchased and the unit costs. Memorandums
drafted by the compliance department documented the discussions with the various suppliers, with a history of all bids contained within the appendixes to the memorandums.
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The audit team also verified that Mike Schneider, Robert Schneider, and other relevant
members of the management teams lent their signatures to the contracts entered into with
Barnaby, clearly indicating approval of the business arrangement.
The terms offered by Barnaby in producing widgets were, in fact, more favorable than
those offered by rival vendors. Barnaby committed to filling the orders and shipping them
to Schneider’s factories within a tighter window and at the most competitive prices. Alexander’s manager questioned Schneider about why Barnaby would agree to such terms
when it appeared that acceptance of additional business might strain Barnaby’s daily operations and reduce operating margins.
Barnaby eyed the beginnings of a major long-term growth opportunity by fulfilling
Schneider’s volume demands when other competitors lacked the capacity. With Schneider
expanding globally, more contracts would likely arise, which would consequently result in
more opportunities for Schneider’s business partners. In exchange for Barnaby absorbing
lower margins in the current fiscal period due to incurring overtime wages for existing
labor and adding temporary labor to support the increased production demands, Barnaby
was granted the first right of refusal for all future Schneider contracts for widgets.
In doing business with a supplier in which Schneider owned a minority interest and for
which it had a seat on the board of directors, Schneider was comfortable that it would be
in a position to monitor Barnaby’s performance as a supplier of choice. Schneider would
have firsthand knowledge if Barnaby slipped into financial distress and was unable to perform its responsibilities, offering more lead time in case Schneider needed to outsource the
production of widgets to other vendors. Because the related-party relationship between
Schneider and Barnaby led to each having intimate knowledge of each company’s operations, they planned to work together more in the future and use their planned volume of
business with each other to drive down costs and boost their respective financial gains.
In 2012, prior to the recent orders with Barnaby, Schneider had formed an internal audit
department to show its improved dedication and commitment to transparency. As Schneider grew and brought aboard more employees, monitoring the daily activities and transactions within the company became more challenging, a sentiment echoed by all members
of upper management. Management understood the significant value in bringing aboard
seasoned audit professionals and creating a department solely responsible for monitoring
activities of the firm; it supported the firm’s vision of honesty, integrity, and ethics, the
expected behavior documented in the company’s ethics manual.
The employees within the internal audit department previously worked with internationally respected accounting firms and gained valuable experience providing auditing,
tax, and consulting services to large corporations. Alexander interviewed members of the
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internal audit department and quickly assessed that each team member stressed a commitment to independence and openly volunteered his or her files for review. The documentation proved valuable because it further supported the claims made by management, as well
as the audit evidence previously obtained regarding the transactions between Schneider
and Barnaby. Despite the potential for undue influence by Schneider over Barnaby, the
internal audit documentation offered further audit evidence that the Schneider-Barnaby
negotiations resulted in business dealings that were effectively conducted as an arm’slength transaction.
After obtaining additional audit comfort through procedures performed with internal
audit members, Alexander met with Schneider’s audit committee. Schneider created the
audit committee in 2009 in response to the downturn in the economy and investors demanding more thorough reviews of financial reporting. Alexander met with the audit
committee on an annual basis to discuss significant developments at Schneider; additionally, Schneider had access to the audit committee, as necessary. The audit committee believed that the terms of all related-party transactions for the most recent fiscal year were
at least as favorable to the company as could have been obtained from unrelated parties at
the date of execution.
Prior to the initiation of transactions between the related parties, all prospective contracts,
including original agreements, modifications, or revisions, required audit committee approval. The audit committee considered, at a minimum, the nature of the relationship
between the company and the related party, as well as the terms of prospective contracts
or the history of the transaction in scenarios involving contract modifications or revisions.
In addition, the audit committee assessed the company’s reasons for wanting to enter
into related-party transactions and the terms of comparable transactions with unrelated
third parties. On a quarterly basis, management and internal audit analyzed all existing
related-party contractual obligations and transactions and reviewed them as necessary with
the audit committee. After evaluating the results of all the audit evidence obtained, Alexander concluded that the evidence adequately substantiated the assertion that the relatedparty transactions with Barnaby were conducted on terms equivalent to those prevailing
in arm’s-length transactions for the circumstances under which the transactions were
consummated.
At year-end, Alexander prepared legal and supplier confirmations as its final planned substantive audit procedure in light of the discovery of the related-party transactions with
Barnaby. Alexander generally found confirmations to be valuable tools for the audit because they enabled the audit team to confirm the accuracy of financial statement reporting
with external parties. As stated in paragraph .A32 of AU-C section 500, Audit Evidence
(AICPA, Professional Standards), Alexander recognized that circumstances may exist that
affect the reliability of the external confirmations (for example, collusion between the
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company under audit and the entity with which the auditor sought confirmation, which
could include related parties or incompetence of the independent source) but that, generally, the reliability of audit evidence is increased when obtained from independent sources
outside the entity and that audit evidence in documentary form, whether paper, electronic, or other medium, is more reliable than evidence obtained orally.
For legal confirmations, Alexander selected the two firms actively providing legal counsel
to Schneider and another firm with whom Schneider recently terminated its services. Alexander looked for evidence of the existence of any lawsuits and matters, including those
involving related-party relationships that could materially impact the financial statements
and increase the risk of material misstatement. Alexander selected the law firm with whom
Schneider recently terminated services to inquire whether any outstanding litigation issues
resulted in the ending of their business relationship.
For supplier confirmations, Alexander selected the six largest suppliers of widgets, a list
that included Barnaby. Alexander confirmed the supplier terms recorded in Schneider’s
accounting system to potentially identify any unrecorded transactions, if indicated by the
suppliers in their responses. Although the existence of the related-party relationship could
bring into question the reliability of the supplier confirmation with Barnaby because of
greater ease of collusion, substantive procedures previously performed by Alexander made
the audit firm comfortable with the transactions between Schneider and Barnaby. If the
terms in the confirmation response differed from the audit evidence obtained, Alexander
would need to perform additional procedures to investigate the reasons for the differences.
Responses from legal confirmations did not indicate the existence of significant events
that could materially impact the financial statements. All six suppliers confirmed the
terms represented by Schneider and supported by audit evidence obtained through other
audit procedures. As a result, responses from the confirmations did not warrant additional
procedures.
Through gaining an understanding of the relevant controls in place and testing the operating effectiveness of these controls, as well as performing substantive procedures that
respond to the risk of material misstatement as a result of related-party transactions entered into with Barnaby, Alexander concluded that controls were operating effectively and
that the related-party transactions were properly accounted for in the company’s financial
statements.

Issuing the Audit Opinion
Prior to issuing the audit report, Alexander requested the latest interim financial statements. Alexander performed a final variance analysis, comparing changes in major
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financial statement account balances from December 31, 2012, to February 28, 2013, the
date of the latest interim financial statements. Alexander noted there were no significant
subsequent events to disclose, and no material changes had occurred in the balances of
the major accounts or in overall company performance that increased the risk of material misstatement of the financial statements. The audit team finalized its documentation
of performed procedures and related findings, including the names of the unidentified
related parties and the nature of the related-party relationships, as required in paragraph
.28 of AU-C section 550, in preparation of issuing the audit opinion. Although audit
procedures performed to date provided sufficient audit comfort to assess the risk of material misstatement due to related-party transactions as an acceptably low level, the next step
when concluding on the fair presentation of Schneider’s financial statements and related
notes was to ensure that Schneider adequately disclosed the related-party relationship and
transactions in accordance with FASB ASC 850, Related Party Disclosures.
In previous years, Schneider disclosed that it acquired a minority interest in Barnaby.
Recent developments, however, required that Schneider disclose additional information.
Management and those charged with governance concurred with the need for greater
transparency, and Schneider included additional disclosures to comply with the required
GAAP disclosures within FASB ASC 850, as listed in chapter 1.
Schneider drafted the following language for the notes to the financial statements:
Related-Party Transactions Disclosure Excerpt
We believe the transactions and agreements subsequently discussed between
Schneider and LeValley Company (the company) and related parties are at least
as favorable to the company as could have been obtained from unrelated parties at
the date of execution. The audit committee utilizes procedures in evaluating the
terms and provisions of proposed related-party transactions in accordance with its
fiduciary responsibility to the company. Prior to the initiation of transactions between the related parties, all prospective contracts, including original agreements,
modifications, or revisions, require audit committee approval.
The audit committee considers, at a minimum, the nature of the relationship between the company and the related party, the terms of prospective contracts or
the history of the transaction in scenarios involving contract modifications or revisions, and the company’s reasons for wanting to enter into related-party transactions and the terms of comparable transactions with unrelated third parties. On
a quarterly basis, management and the internal audit team analyze all existing
related-party contractual obligations and transactions and reviews them, as necessary, with the audit committee.
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We completed the acquisition of an 18 percent minority interest in Barnaby &
Ciampi Company (Barnaby) on August 9, 2005 (see the “Investments” note). We
received 500,000 shares of common stock in exchange for cash, the purchase price
equaling $30 million. We do not exercise significant control or influence over the
operations of Barnaby.
On February 28, 2012, Robert Schneider, previously a vice president at the company, became the CEO at Barnaby. We have an existing long-term supply agreement with Barnaby, producers of widgets for use in the manufacturing of our
industrial equipment for sale to customers. We order a significant portion of such
widgets from Barnaby, with the orders equaling 15 percent and 5 percent of the
total widget production outsourced in 2012 and 2011, respectively.
In 2012, we purchased 1 million units at a cost of $28.75 per unit; in 2011, we
purchased 300,000 units at a cost of $24 per unit. The increased activity with
Barnaby for 2012 versus 2011 was due, in part, to economic conditions and the
inability of former suppliers to satisfy prior contractual obligations.
Because of the significant concentration of widgets produced through Barnaby, a
change in our relationship with Barnaby could have an adverse effect on our company’s overall performance.
With regard to related parties, Alexander concluded that the identified related-party relationships and transactions were appropriately accounted for and disclosed and that the
effects of the related-party relationships and transactions did not prevent the financial
statements from achieving fair presentation. Accordingly, Alexander issued an unmodified
opinion. The engagement partner considered including an emphasis-of-matter paragraph
in the unmodified opinion; however, given that the relationship with Barney was not
fundamental to the users’ understanding of the financial statements, Alexander concluded
that such a paragraph was not warranted, based on guidance in paragraph .A2 of AU-C
section 706, Emphasis-of-Matter Paragraphs and Other-Matter Paragraphs in the Independent Auditor’s Report, (AICPA, Professional Standards).
Prior to issuing the audit opinion, Alexander obtained written representations from management and those charged with governance, noting that representations included the fact
that management and those charged with governance have done the following, in accordance with paragraph .A13 of AU-C section 550:
Disclosed to the auditor the identity of the entity’s related parties and all the related-party relationships of which they are aware
Appropriately accounted for and disclosed such relationships and transactions
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Management Recommendations
Throughout the audit engagement, the Alexander audit team kept a running list of items
that Schneider could improve going forward. The main management recommendations
included the following items that were communicated to Schneider in accordance with
AU-C section 260, The Auditor’s Communication With Those Charged With Governance,
(AICPA, Professional Standards):
Improve documentation. Schneider needs to improve the documentation for major
company events, including events that increase the company’s vulnerability due to
certain concentrations. Increased dependence with any singular entity (for example, a related party serving as a major supplier) would represent such an event.
Schneider should have presented Alexander with a file that included the terms related to the Barnaby transactions, noting any changes in the related-party relationship since the prior year audit.
Better transparency. Schneider needs to communicate related parties and relatedparty transactions to the audit team in a timely manner.
Improve technical expertise. Schneider should consider offering continuing education classes to its staff to keep them informed of the latest accounting trends and
developments. That would reduce the likelihood of the accounting team not understanding the requirements for reporting and disclosing related-party transactions in the annual financial statements.

Summary
Although initial discussions with management led to the belief that there were no relatedparty relationships or transactions during the year, preliminary risk assessment procedures
proved otherwise. As a result of the increased assessment of risk of material misstatement
after further investigating the drastic increase in expenses, Alexander performed inquiries
and detailed procedures to conclude that related-party transactions had occurred throughout the year. The engagement partner moved up the timing for related-party testing, and
the audit team performed more procedures during interim fieldwork to identify the related-party transactions and conclude on whether they posed a threat for material misstatement of the financial statements. Alexander performed inquiries with management
and legal counsel to better understand the nature of the related-party relationship and the
related-party transactions and also obtained third-party confirmations from attorneys and
suppliers that supported audit evidence obtained through other procedures. In addition,
Alexander inspected underlying contracts to evaluate whether the business rationale (or
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lack thereof) of the transactions suggests they may have been entered into to engage in
fraudulent financial reporting or conceal misappropriation of assets. Alexander also concluded that the terms of the transactions were consistent with management’s explanations
and that these transactions were appropriately accounted for and disclosed in the financial
statements. Lastly, Alexander obtained sufficient evidence to conclude that the transactions were appropriately authorized and approved.
When the engagement partner approached Schneider’s management team about the existence of related-party transactions, Schneider accepted responsibility for disclosing related-party transactions and apologized for not previously bringing the transactions to the
attention of Alexander. Management believed they took all the necessary precautions in
reviewing the transactions and, therefore, did not consider the transactions as outside the
entity’s normal course of business. In their opinion, securing terms that were in the best
interests of the company and shareholders meant that the transactions occurred at arm’s
length. However, they appreciated Alexander’s concern about the risk of material misstatement associated with related parties and agreed to disclose any future related-party
transactions and relationships on the front end of future audit engagements.
The 2012 audit emphasized the importance to Schneider of improving its policies surrounding related parties and related-party transactions. Taking steps to foster ongoing
communication with Alexander and enhance documentation surrounding related parties
and related-party transactions would avoid surprises during the annual audit and potentially reduce the amount of substantive testing performed by the auditors. With relatedparty information more readily available, Alexander could spend its time focusing on other
areas of the audit, and the improvements could potentially facilitate a more seamless audit
with a quicker turnaround of the audited financial statements.

From the Perspective of Barnaby’s Auditor
The auditor of Barnaby’s financial statements would have likely followed a similar protocol as Alexander in setting up the proper audit plan to determine the audit procedures
necessary to try and identify related parties and gain an understanding about whether
those relationships presented a risk of material misstatement of the financial statements.
However, the related-party transactions with Schneider compensating Barnaby for the
manufacturing of goods would have created some different risks versus those identified
during the audit of Schneider. The questions asked by Barnaby’s auditor would have likely
included the following:
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Why did Schneider offer Barnaby more favorable terms than other clients?
Did Barnaby properly account for and disclose all related parties and the relatedparty transactions?
Did the financial statements accurately depict the terms of the transactions?
Did the increased revenue associated with the contracts with Schneider trigger any
incentive compensation packages for Barnaby employees?
Were the related parties at Barnaby unjustly compensated as a result of the relatedparty relationship?
Did any of the terms of the contracts with Schneider suggest that Robert Schneider
breached his fiduciary responsibility and was compensated to the detriment of
Barnaby?
Was there any reversal of the transactions subsequent to year-end, suggesting that
the transactions between Schneider and Barnaby were not legitimate?
What was the probability that the related-party relationship and supplier contract
were initiated to inflate revenues and earnings?
The answers to those questions would be key considerations to Barnaby’s auditors in determining the proper balance of internal controls and substantive testing and whether
related parties and related-party transactions represented a significant risk of material misstatement of the financial statements.
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Chapter 3

Related-Party Transactions at a Small
Business (Case Study 2)
Background
HFS Enterprises (HFSE) was founded in 1999 and operates in the consumer products
industry, manufacturing candies, desserts, and other sweets for sale to consumers. HFSE
maintains its headquarters in Hoboken, NJ, the home of the corporate office and also the
location from which it creates, packages, and ships products for distribution to its 10 retail
stores, all operating within 50 miles of the New Jersey headquarters. HFSE is a nonpublic
company that operates on a calendar-year basis and prepares its financial statements in
accordance with accounting principles generally accepted in the United States of America
(GAAP). Lastly, HFSE is a small business, as defined by the U.S. Small Business Administration (SBA), with revenues of $5 million and 20 full-time employees as of the most
recent fiscal year.
HFSE caught its first major break in 2005 when a television network ran a feature on the
up-and-coming consumer products company. The publicity drove customers to HFSE’s
retail locations throughout New Jersey. Impressed by the quality of HFSE’s products,
these customers spread the word about the delicious sweets, enabling HFSE to gain a substantial increase in market share. An increased consumer demand prompted the management team to consider options for HFSE’s expansion.
As HFSE prepared to expand the number of its current retail locations, management began
to look for strategic locations to open additional stores. Although the additional rental fees
would prove to be a significant cost, management’s financial projections for the new locations supported the expansion strategy. As the HFSE brand became more recognizable,
management believed that opening additional stores would result in tremendous revenue
growth, based on financial results from 2005–07. Early results of the expansion strategy
were very promising. As HFSE projected, sales increased dramatically with the opening of
three additional stores throughout New Jersey.
Eager to capitalize further on its success, the executive team worked together to construct
a new business plan at its annual meeting in January 2008. Based on the business plan,
HFSE was projected to meet aggressive revenue and net profit targets within the next one,
three, and five years.
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HFSE’s initial success with the expansion strategy success convinced management to scrap
the original business plan that called for slow, methodical growth. Having exceeded previous financial performance goals, management was convinced that they were previously
too conservative. Looking to capitalize on its current momentum, the executive team expanded outside of New Jersey, opening 2 new stores in midtown Manhattan and giving
HFSE 15 retail stores in total, including the 3 new stores in New Jersey.
Unfortunately for HFSE, the timing of the expansion plans coincided with the downturn
in the U.S. economy. With other businesses closing their doors and consumers experiencing a decline in disposable income, HFSE’s profits slipped with less store traffic as customers viewed HFSE’s products as nonessential items. Due to significant declines in the
company’s performance, HFSE had no choice but to close the two Manhattan locations
in 2011.
With the company stuck at a crossroads, HFSE’s management team considered all options
for moving forward and asked themselves the following questions:
With the possibility that the economic downturn would be short-lived, was this
simply a case of bad timing and luck? Could the company rebound naturally from
the tough economic stretch?
Should HFSE consider selling to a larger, more established company with better
resources for managing the company’s business?
Should HFSE take advantage of lower borrowing costs and consider another expansion strategy similar to the one adopted prior to the economic downturn?
Although members of management had differing opinions regarding the future direction
of the company, they all agreed on one course of action. After 13 years of being in business, the company sought out the professional services of an independent auditor to audit
the financial records as the first step in positioning HFSE to potentially seek financing or
equity capital as it prepared for its next phase of sustainable growth. The 2012 fiscal year
marked HFSE’s initial audit.
This case study analyzes the audit team’s discovery of unforeseen related-party transactions
and the impact of ineffective internal controls with regard to monitoring cash activities
and reimbursement of employee expenses.
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Planning the Audit
HFSE’s management team selected Downey & Hyatt, LLC (Downey) as their independent auditors and attended a business lunch to kick off their first financial statement audit
engagement. After learning some basic information about HFSE, Downey’s engagement
partner proceeded to share with management preliminary information about the audit
engagement. Downey explained that, as stated in paragraphs .04–.06 of AU-C section
200, Overall Objectives of the Independent Auditor and the Conduct of an Audit in Accordance With Generally Accepted Auditing Standards (AICPA, Professional Standards), the
purpose of the HFSE audit was to provide financial statement users with an audit opinion
on whether the financial statements were presented fairly, in all material respects, in accordance with GAAP.
Because the audit team did not have the benefit of prior year audit knowledge or working
papers, Downey would need to expand its planning activities to better understand HFSE’s
business and the competitive landscape in which HFSE operated and to learn of any potential risks that could result in the material misstatement of financial statements. Downey
also discussed with HFSE the audit procedures listed in paragraph .A20 of AU-C section
300, Planning an Audit (AICPA, Professional Standards), that may be performed to obtain
sufficient appropriate audit evidence regarding opening balances.
Downey continued to explain to management that the financial statements subject to
audit were those of the entity prepared and presented by management of the entity with
oversight from those charged with governance. Generally accepted auditing standards,
specifically paragraph .06 of AU-C section 200, require the auditor to obtain reasonable
assurance (a high, but not absolute, level of assurance) about whether the financial statements as a whole are free from material misstatement, whether due to fraud or error.
Reasonable assurance is supported by sufficient appropriate audit evidence to reduce audit
risk (that is, the risk that the auditor expresses an inappropriate opinion when the financial
statements are materially misstated) to an acceptably low level. Lastly, Downey’s engagement partner and manager discussed with HFSE’s management the expected timeframe
for interim testing and year-end fieldwork, detailing the various stages of the audit process.
Despite a successful audit kick-off meeting and the introduction to a professional and
friendly management team, Downey understood the importance of planning and performing the audit with professional skepticism, recognizing that, as stated in paragraph
.17 of AU-C section 200, circumstances may exist that could cause the financial statements to be materially misstated, including circumstances connected with related-party
transactions and relationships.
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Professional skepticism dictates that Downey properly evaluate the reliability of audit evidence to help determine whether audit evidence supports management’s claims and representations and to determine whether additional procedures would be necessary for the
completion of the audit. In the absence of professional skepticism, Downey could potentially overlook key audit findings, possibly suggesting unusual financial reporting or, in
the worst cases, fraudulent activities and reporting. Therefore, the team did not make any
assumptions regarding the current state of business at HFSE and would continue to exercise professional judgment in planning and performing the audit of financial statements
throughout the engagement, in accordance with paragraph .18 of AU-C section 200.
When asked about HFSE’s accounting department, management explained that it consisted of two members. The staff accountant was responsible for the receivables and
payables functions. The senior accountant was responsible for general accounting and financial reporting and supervising the staff accountant. Downey inquired about the senior
accountant’s relevant experience, curious whether she could handle the increased reporting responsibilities that would accommodate either the firm’s growth or future sale. The
senior accountant had a bookkeeping background, serving in that role at two companies
prior to joining the HFSE team. Even though she did not have a CPA license or an accounting degree, HFSE’s management team felt confident in her abilities because she had
been there since the company’s inception and had proved to be a diligent worker, attentive
to details, and able to meet deadlines.
Management confirmed that HFSE prepares financial statements in conformity with
GAAP. As is typical in small businesses, there were no internal compliance manuals or
handbooks providing a summary of significant accounting policies or the impact of recent
accounting standards on the presentation and disclosure of company information. With
only two members to perform the accounting function, the senior accountant stated that
HFSE was stretched for resources in meeting deadlines. This left no time for implementing best practices to build a more effective financial reporting process. Also, unlike some
of its larger competitors, HFSE lacked the capital to hire and compensate individuals for
an internal audit department.
With HFSE operating on a calendar year, Downey commenced the current year audit
with a brainstorming session at the HFSE office in September 2012. During the session,
the audit team established an overall audit strategy to shape the scope and expected timing in the development of the audit plan, from initial inquiries and interim testing to the
signing of the management representation letter and issuance of the audit opinion. In
addition, the audit team incorporated into their brainstorming session a discussion of the
consideration of fraud, as required under AU-C section 240, Consideration of Fraud in a
Financial Statement Audit (AICPA, Professional Standards), and the susceptibility of the
entity’s financial statements to material misstatement, as required under AU-C section
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315, Understanding the Entity and Its Environment and Assessing the Risks of Material Misstatement (AICPA, Professional Standards). In accordance with paragraph .13 of AU-C section 550, Related Parties (AICPA, Professional Standards), the discussion included specific
consideration of the susceptibility of the financial statements to material misstatement
due to fraud or error that could result from the entity’s related-party relationships and
transactions.
The engagement partner reminded the team that, in accordance with AU-C section 200,
the ultimate goal of the audit was to obtain reasonable assurance that the financial statements as a whole were free from material misstatement, whether due to fraud or error.
This would permit Downey to express an opinion on whether the financial statements
are prepared, in all material respects, in accordance with GAAP. By properly planning the
audit, the team sought to obtain sufficient audit evidence to reduce audit risk to an acceptably low level and thereby enable Downey to draw reasonable conclusions on which
to base an audit opinion.
In developing the audit plan, Downey understood the importance of gaining an understanding of HFSE’s internal controls. In accordance with paragraph .03 of AU-C section
315, Downey’s objective was to identify and assess the risks of material misstatement,
whether due to fraud or error, at the financial statement and relevant assertion levels.
Gaining an understanding of the entity and its environment, including the entity’s internal control, provides a basis for designing and implementing responses to the assessed risks
of material misstatement.
To facilitate interim testing, Downey constructed a client request list. The list requested
that HFSE provide Downey the latest interim financial statements dated September 30,
2012, and the appropriate supporting schedules. The open items list generated by the
audit team included
reviewing the prior year audit working papers to highlight significant risks identified in the prior year and whether those might influence the current year audit.
This includes following the appropriate guidance in AU-C section 510, Opening
Balances—Initial Audit Engagements, Including Reaudit Engagements (AICPA, Professional Standards), when reviewing the work of predecessor auditors.
identifying material changes to the account balances within the financial
statements.
gaining an understanding of significant transactions that have occurred throughout
the year.
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Downey performed standard inquiries to gain an understanding of HFSE’s processes in
place around significant accounting cycles. In addition, Downey inquired of management
the following items, in accordance with paragraph .14 of AU-C section 550, with regard
to related parties:
The identity of the entity’s related parties, including changes from the prior period
The nature of the relationships between the entity and these related parties
Whether the entity entered into any transactions with these related parties during
the period and, if so, the type and purpose of the transactions
Downey was somewhat surprised when members of management replied that they were
unaware of their responsibility for disclosing such relationships to auditors but that they
had no knowledge of such related parties or related-party transactions during 2012.
Still in the planning and risk assessment phase of the audit, Downey requested and reviewed HFSE’s interim financial statements through the first nine months of the current
fiscal year to better understand the various accounts as they continued to develop an audit
plan. Downey noted a considerable spike in the company’s cash position versus the prior
year financial statements. This seemed unusual based on the following information that
had been gathered in initial discussions with management:
HFSE’s management team did not indicate any major equity events (for example,
cash infusions by shareholders) that would have substantially boosted the company’s liquidity.
Since the downturn in the economy, HFSE incurred annual net losses that would
seemingly be a drain on cash.
With banks becoming more selective in offering loans to businesses, particularly
smaller operations struggling with their bottom line, it was unlikely that the increase in cash was the result of borrowing.
Upon further inquiry about the reason for such a large increase in cash, Downey learned
that the company received $3.5 million from Katie’s Cakes, LLC (Katie’s Cakes), a large
bakery chain with whom HFSE had frequently conducted business. The cash receipt
would later be used to pay a portion of HFSE’s outstanding debt. Downey also learned
that the owners of Katie’s Cakes were longtime friends of the owners of HFSE, a relationship that predated the formation of HFSE. The engagement partner quickly became
alert to this related-party relationship, as defined in Financial Accounting Standards Board
(FASB) Accounting Standards Codification (ASC) 850-10-20 and described in chapter
1, “An Introduction to the Clarity Project and an Overview of Related Parties,” of this
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practice aid. Because the transaction appeared to be outside the normal course of business,
Downey flagged the related-party transaction of cash payments from Katie’s Cakes as a
significant risk. Paragraph .30 of AU-C section 315 states that for significant risks, the auditor should obtain an understanding of the entity’s controls, including control activities,
relevant to those risks and, based on that understanding, evaluate whether such controls
have been suitably designed and implemented to mitigate such risks. In addition, as stated
in paragraph .22 of AU-C section 330, because the assessed risk of material misstatement
at the relevant assertion level (in this case, accuracy) is a significant risk, Downey would
need to perform substantive procedures that are specifically responsive to that risk.
After reviewing the balance sheet, Downey looked for major swings within the income
statement and noted significant balances in the “Business Meals” and “Travel and Entertainment” accounts. When Downey inquired about the nature of such significant account
balances, management explained they were meal and travel expenses incurred by HFSE’s
owners. Downey considered these expenses to be unusually large for a company the size
of HFSE and certainly outside the normal course of business and, thus, flagged these
expenses as a significant risk, as well. As with the significant risk associated with the cash
payments from Katie’s Cakes, Downey would need to gain an understanding and assess
the effectiveness of the entity’s controls relevant to these expenses, as well as perform substantive procedures that are specifically responsive to the assessed risk of material misstatement at the relevant assertion level (in this case, accuracy).
The engagement partner and manager met with the rest of the audit team to share with
them their findings from initial discussions with management and how this will affect
their audit plan for the 2012 HFSE audit. The engagement partner explained the discovery of the large cash infusions by a related party, as well as unusually large business meal
and travel expenses incurred by the owners during the year. Because both parties (Katie’s
Cakes and HFSE’s owners) involved in these transactions represent related-party relationships, the engagement partner reminded the engagement team of their responsibilities
as they pertained to related parties, including the awareness that related parties are not
independent of each other and the requirement to understand the nature and actual or
potential effects of related-party relationships, transactions, and balances on the financial
statements.
The audit team understood its responsibility to perform audit procedures to identify, assess, and respond to the risks of material misstatement arising from the entity’s failure to
appropriately account for or disclose related-party relationships, transactions, and balances, as stated in paragraph .04 of AU-C section 550. Additionally, the partner explained
that, in accordance with paragraph .24 of AU-C section 240, gaining an understanding of
the entity’s related-party relationships and transactions is relevant to Downey’s evaluation
of whether one or more fraud risk factors were present because of the ability of companies
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to more easily commit fraud through related parties. Lastly, in accordance with paragraph
.16 of AU-C section 550, the audit partner instructed the team to remain alert when inspecting records or documents for arrangements or other information that may indicate
the existence of related-party relationships or transactions that management has not previously identified or disclosed to the auditor.

Performing the Audit
As Downey began interim procedures, the engagement team considered features or elements relevant to mitigating the risks of material misstatement associated with relatedparty relationships and transactions, such as the following, as listed in paragraph .A17 of
AU-C section 550:
Internal ethical codes, appropriately communicated to the entity’s personnel and
enforced, governing the circumstances in which the entity may enter into specific
types of related-party transactions
Policies and procedures for open and timely disclosure of the interests that management and those charged with governance have in related-party transactions
The assignment of responsibilities within the entity for identifying, recording,
summarizing, and disclosing related-party transactions
Timely disclosure and discussion between management and those charged with
governance of significant related-party transactions outside the entity’s normal
course of business, including whether those charged with governance have appropriately challenged the business rationale of such transactions (for example, by
seeking advice from external professional advisers)
Clear guidelines for the approval of related-party transactions involving actual or
perceived conflicts of interest, such as approval by a subcommittee of those charged
with governance comprising individuals independent of management
Periodic review by internal auditors, when applicable
Proactive action taken by management to resolve related-party disclosure issues,
such as seeking advice from the auditor or external legal counsel
The existence of whistle-blowing policies and procedures
Downey suspected that due to the size of the company and through discussions held with
management during the planning phase of the audit, HFSE was deficient in most of the
areas previously listed. In accordance with paragraph .15 of AU-C section 550, Downey
inquired about the controls, if any, that management established to
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identify, account for, and disclose related-party relationships and transactions.
authorize and approve significant transactions and arrangements with related
parties.
authorize and approve significant transactions and arrangements outside the normal course of business.
When management stated no controls were in place specific to related-party concerns,
Downey’s engagement partner and manager agreed that the most efficient and effective
audit approach would be to primarily take a substantive testing approach for the 2012
HFSE audit, although Downey would still need to gain an understanding of the control
activities relevant to the audit. The previously unidentified related-party transactions surrounding cash and expenses raised the following questions:
Was there potential for any unrecorded transactions?
Were related-party relationships used to engage in asset misappropriation?
Did related-party relationships present a greater opportunity for collusion or the
manipulation of financial statement information?
Was the nondisclosure of the related-party transactions intentional and, thus, indicative of a risk of material misstatement due to fraud?
The existence of undisclosed related-party relationships may have caused team members
to engage in business activities that were not in the best interests of the company. Downey
documented the audit team’s consideration of fraud, noting the need to gather, update,
and analyze more information before making a determination about the intentions of
the related-party transactions, as stated in paragraph .43 of AU-C section 240. To gain a
better understanding of HFSE’s purchasing and expense cycles, Downey asked the senior
accountant to perform a walk-through to cover the following areas that would highlight
the control activities relevant to these transaction cycles:
Vendor selection
Contract review and approval
The receipt, review, rejection or authorization, and payment of invoices
The receipt, review, rejection or authorization, and reimbursement of employee
expenditures
Data entry into the accounting system and any subsequent review and approval by
upper management
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Downey selected a small sample of invoices, employee expense submissions, and other
similar documents. The walk-through revealed that although certain controls were in
place, they were clearly not operating effectively, as evidenced by observing several invoices and expense reports that were not properly approved. As such, control risk was set
at high, requiring more persuasive audit evidence to be obtained throughout the course of
the audit.
Because the general ledger was used as the source document for the initial variance analysis that led to the discovery of significant expenses in travel and meals, Downey obtained
HFSE’s subsidiary cost ledger from which selections would be made for further testing.
The subsidiary ledger listed every business meal and travel and entertainment expense
incurred by employee, contractor, and supplier in 2012; the ending balance tied into the
general ledger. The following totals were revealed through the first nine months of 2012:
Car lease payments: $30,500
Gas reimbursements: $22,346
Total business meals: $195,000
Travel and entertainment: $375,000
The business meals and travel and entertainment totals, seemingly excessive for a company
of HFSE’s size, prompted Downey to inquire whether those expenses were for business
meetings or personal enjoyment. The senior accountant was puzzled by the inquiries. She
wondered about the reasons for concern. These expenses were incurred by the owners
of the business and were personal in nature, but she thought it was their right to charge
through any such items. However, Downey explained the following reasons why personal expenses are not eligible, and certainly not appropriate, to be reimbursed as business
expenses:
Mixing personal and business expenses makes it difficult to understand the true
profitability of a company. Management should only get reimbursed for expenses
incurred while conducting business. Reimbursable expenses should be limited to
company events and travel and entertainment related to situations when HFSE
employees discuss business with fellow employees, suppliers, contractors, or other
business partners.
Treating personal expenses as business expenses calls into question management’s
ethics and may constitute fraud.
If owner-incurred expenses for personal use are reimbursed, those perks may have
tax implications to the employees benefitting from the perks. Any perks should be
included in the official contracts for the employees or owners, documenting the
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terms agreed upon, with proper signatory pages indicating approval of the
agreements.
Only business-related expenses are tax deductible. Personal expenses do not
qualify.
When asked about the process for approving expenditures, the senior accountant said it
was straightforward. The reoccurring items, like the car leases, were automatically reimbursed. If the owners wanted something reimbursed, they simply handed the receipts to
her; if the receipts were unavailable, the owners provided the accounting department with
a monthly credit card statement. All such copies were maintained in locked file cabinets
on the premises, but there was no formal review and approval process. The senior accountant told Downey that management never provided her guidance on determining the
legitimacy of transactions or recording the appropriate journal entries.
After understanding that the significant expenses were incurred by HFSE’s owners and
were more personal in nature, Downey sought further explanation from the company’s
management regarding the purchasing and expense cycles. Management claimed they
never had a need for a formal process and that they trusted each other to act in the best
interests of the company because they had been working which each other for years. Although no formal agreement was in place, members of management always expected reimbursement for expenses; it was the accepted practice at HFSE. Consistent with the
explanation provided by the senior accountant during earlier interviews, management
revealed they never considered the segregation of business and personal expenses.
Because there was no process in place for segregating business and personal expenses, the
risk of material misstatement in the financial statements remained high, and Downey
proceeded to obtain more audit evidence through performing substantive audit procedures. Downey selected a large sample of meal, travel, and entertainment expenses from
the subsidiary cost ledger and requested copies of the receipts and any other associated
documentation. From the sample chosen, Downey kept a log of the amounts inappropriately booked.
After extrapolating the test results of the sample chosen for testing to the entire population of expenses booked during the year, Downey determined that the incorrectly booked
amounts were not material to the financial statements. However, Downey still expected
the accounting department to work with management to determine the total amount of
the accounting errors. The company promptly included corrections of the accounting errors in a restatement of comparative financial statements, with a description of the errors
in the notes to the financial statements. Acknowledgment and restatement of the financial statements did not decrease the importance of HFSE improving the effectiveness of
internal controls going forward in an effort to reduce the risk of material misstatement of
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the financial statements. Shortly after the completion of the year-end audit, in accordance
with AU-C section 260, The Auditor’s Communication With Those Charged With Governance (AICPA, Professional Standards), Downey would provide HFSE with a detailed list
of management recommendations as a guide for improvements that should be made heading into 2013.
The second related-party issue that needed to be addressed was the large cash payments
received from Katie’s Cakes. Downey made the following inquiries in regard to these
payments:
Did the inflows represent payments against loans, equity contributions, or some
other cash item?
Did the accounting department have documentation on hand to support the journal entries?
Were the transactions in fact related-party transactions executed with friends of the
firm, or was Katie’s Cakes an unrelated entity?
HFSE was surprised by the audit inquiries, not expecting the cash inflows to create an
audit concern. However, management confirmed that friends from Katie’s Cakes wired
the funds to satisfy debts, as previously mentioned in the initial planning meeting. HFSE
explained that the company briefly overextended itself financially when it sought expansion into Manhattan. Based on the company’s revenue growth in previous years, HFSE
believed that the risk of expansion was minimal. The company never considered the steep
economic downturn that occurred in 2008 in any of its financial projections or cash flow
analyses and, therefore, was unprepared to weather the tough years ahead.
The significant commitment to rental space, combined with the downturn in consumer
spending at the various store locations, eventually affected liquidity. Even with the closing of the two stores in Manhattan, debt accumulated on the balance sheet. Unable to get
loans from the local banks that viewed small businesses as high-risk clients, HFSE sought
other alternatives, ultimately deciding to accept help from a friend.
Management understood they could have raised cash through other means, including the
sale of assets and reduction of headcount. However, HFSE did not want to disrupt continuing operations or future plans of possible expansion. When Katie’s Cakes offered a 0
percent interest loan without scheduled terms for repayment, management saw no reason
to turn down the offer from the company. Management explained that the generosity of
Katie’s Cakes enabled HFSE to continue business as usual, pay off existing debts, and once
again consider growth potential as it headed into 2013. Management told HFSE that even
though they had an indefinite period of time for which to satisfy the payable, they did not
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want to take advantage of the generosity of Katie’s Cakes. They planned a partial payment
of the loan in early 2013, with final settlement of the debt by summer 2013.
Downey explained to management that the loan created a related-party transaction because of its terms, consistent with those identified in paragraph .A4 of AU-C section 550,
that included the following:
Borrowing on an interest-free basis at a rate of interest significantly below market
rates prevailing at the time of the transaction
Making loans with no scheduled terms for when or how the funds will be repaid
Additionally, the cash infusions did not represent transactions in the normal course of
business, seemingly motivated in large measure by the following conditions, as listed in
paragraph .A5 of AU-C section 550:
Lack of sufficient working capital or credit to continue the business
An overly optimistic earnings forecast
Downey explained that the terms of the loan would need to be disclosed in the financial
statements. In addition, Downey requested that HFSE and Katie’s Cakes draw up an
agreement indicating the existence of the loan and HFSE’s commitment to reimburse
Katie’s Cakes for the $3.5 million payment. The creation of an agreement added credibility to the cash transfer and provided Downey with audit evidence for the current year
audit file. In addition, Downey reviewed bank statements for the months of January and
February 2013, noting that an outgoing wire to Katie’s Cakes was made for $2 million
in February 2013 in partial satisfaction of the $3.5 million loan initiated in February
2012. Although Downey questioned the business rationale of one company providing
an interest-free loan to another, the subsequent partial repayment of cash supported the
fact that HFSE’s intention was not to engage in fraudulent financial reporting or conceal
misappropriation of assets.
At year-end, after the audit team concluded that known errors were immaterial to the
financial statements, Downey prepared legal, cash, and loan confirmations as its final
planned substantive audit procedure in light of discovery of the related-party transactions
with HFSE’s owners and Katie’s Cakes. Downey generally found confirmations to be
valuable tools for the audit because they enabled the audit team to confirm the accuracy of financial statement reporting with external parties. As stated in paragraph .A32
of AU-C section 500, Audit Evidence (AICPA, Professional Standards), Downey recognized that circumstances may exist that affect the reliability of the external confirmations
(for example, collusion between the company under audit and the entity with which the
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auditor sought confirmation, which could include related parties or incompetence of the
independent source) but that, generally, the reliability of audit evidence is increased when
obtained from independent sources outside the entity and that audit evidence in documentary form, whether paper, electronic, or other medium, is more reliable than evidence
obtained orally.
For the legal confirmation, Downey selected the one firm providing legal counsel to HFSE
in 2012. In preparing the confirmation, Downey looked for evidence of the existence of
any lawsuits and matters, including those involving related-party relationships, that could
materially impact the financial statements and increase the risk of material misstatement.
For cash confirmations, Downey selected the company’s three banks to confirm the yearend cash balances. For the loan confirmation, Downey wanted Katie’s Cakes to confirm
the terms of the loan agreement in writing.
The legal firm did not mention any events of significance that could materially impact the
financial statements. The cash confirmations confirmed the cash balances shown on the
bank statements, as well as the cash reconciliations prepared by the staff accountant. This
confirmed no additional significant cash inflows or outflows through year-end. Katie’s
Cakes confirmed the $3.5 million cash payment, as well as the loan terms previously discussed with HFSE’s management team.

Issuing the Audit Opinion
Prior to issuing the audit report, Downey requested the latest interim financial statements.
Downey performed a final variance analysis, comparing changes in major financial statement account balances from December 31, 2012, to February 28, 2013, the date of the
latest interim financial statements. Downey looked for any indications of subsequent
events that would need to be disclosed in the financial statements and other risk indicators
that might have arisen after year-end requiring further analysis.
Downey noticed that employee expenses in each of the first two months of 2013 declined, compared with expenses reported in any given month during 2012. After selecting
a sample of 2013 expenses, Downey also found that the expense reimbursements were
properly documented and reflected just the business portion of the meals, travel, and entertainment. Downey concluded there were no significant subsequent events to disclose,
other than the partial loan repayment made in February 2013 to Katie’s Cakes, and no
material changes had occurred in the balances of the major accounts or in overall company
performance that increased the risk of material misstatement of the financial statements.
The audit team finalized its documentation of performed procedures and related findings,
including the names of the identified related parties and the nature of the related-party
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relationships, as required in paragraph .28 of AU-C section 550, in preparation of issuing
the audit opinion.
Although the audit procedures performed by Downey ultimately provided sufficient audit
evidence to assess the risk of material misstatement due to related-party transactions at an
acceptably low level, the next step when finalizing HFSE’s financial statements and related
notes was to ensure that HFSE adequately disclosed the related-party relationship and
transactions in accordance with FASB ASC 850, Related Party Disclosures. HFSE drafted
the following note disclosure language related to the cash payment received from Katie’s
Cakes. HFSE ensured that the information within the note disclosure met the disclosure
requirements stated within FASB ASC 850, as listed in chapter 1.
Related-Party Transactions Disclosure Excerpt
On February 21, 2012, we entered into a loan agreement with Katie’s Cakes, LLC,
receiving cash transfers of $2 million and $1.5 million on February 21, 2012, and
August 30, 2012, respectively. As a longtime business associate and friend of the
company, Katie’s Cakes offered a 0 percent loan without scheduled terms for repayment, thus qualifying this loan as a related-party relationship and transaction
with Katie’s Cakes.
On February 15, 2013, HFSE processed a wire to Katie’s Cakes for $2 million in
partial satisfaction of the loan initiated on February 21, 2012. HFSE expects to
repay the remainder of the loan in 2013.
With regard to related parties, Downey concluded that the identified related-party relationships and transactions were appropriately accounted for and disclosed and that the
effects of the related-party relationships and transactions did not prevent the financial
statements from achieving fair presentation. Understanding that significant transactions
with related parties may warrant the inclusion of an emphasis-of-matter paragraph in
the auditor’s report, as stated in paragraph .A2 of AU-C section 706, Emphasis-of-Matter
Paragraphs and Other-Matter Paragraphs in the Independent Auditor’s Report (AICPA, Professional Standards), Downey issued an unmodified opinion without an emphasis-of-matter paragraph, given that the relationship with Katie’s Cakes was not fundamental to the
users’ understanding of the financial statements.
Prior to issuing the audit opinion, Downey obtained written representations from management and those charged with governance, noting that representations included the fact
that management and those charged with governance have done the following, in accordance with paragraph .A13 of AU-C section 550:
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Disclosed to the auditor the identity of the entity’s related parties and all the related-party relationships of which they are aware
Appropriately accounted for and disclosed such relationships and transactions

Management Recommendations
Downey had best practices in mind when issuing management recommendations in accordance with AU-C section 260 and AU-C section 265, Communicating Internal Control
Related Matters Identified in an Audit (AICPA, Professional Standards). Downey understood it would be impractical for HFSE, a smaller company with limited resources, to
implement all the management recommendations in time for next year’s audit. However,
Downey expected HFSE to take some steps to make improvements in the accounting
process and to implement more effective controls necessary to reduce the risk of material
misstatement of the financial statements.
Paragraph .01 of AU-C section 265 requires that the auditor appropriately communicate
to those charged with governance any management deficiencies in internal control that
the auditor has identified in an audit of financial statements. Because Downey identified
multiple deficiencies in internal control, Downey evaluated each deficiency to determine,
on the basis of the audit work performed, whether, individually or in combination, they
constituted significant deficiencies or material weaknesses (paragraphs .08–.09 of AU-C
section 265).
The next step involved the written communication of such deficiencies and material
weaknesses in internal control to management and those charged with governance. In
accordance with paragraphs .11–.14 of AU-C section 265, this communication should
be completed within 60 days of the audit report release date. Downey’s audit team subsequently prepared a report to HFSE that would
document the internal control issues previously addressed with HFSE’s management team and those charged with governance.
include recommendations for improvement in the implementation of internal controls procedures going forward.
The management recommendations relevant to the recording of cash and expenditures
transactions for related-party transactions were communicated to management as follows,
in accordance with AU-C section 260:
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Cash
Help employees better understand the business and the nature of expense reimbursement
requests. The accounting department should be expected to do more than just
maintain custody of receipts; receipts should be reviewed by the accounting department to distinguish between business and personal expenses. Management should
provide team members with sufficient knowledge of accounting transactions to
enable personnel to post accurate journal entries. If the company expands, monitoring the financial reporting process will only become more difficult, with potentially more complex business transactions and additional employees to manage.
Therefore, management should implement ways to improve communication
sooner rather than later.
Create an official review process. In addition to the senior accountant’s review of the
staff accountant’s work, at least one member of the executive team should review
the monthly reporting package.

Expenditures
Improve the documentation and reporting of employee benefits. Include an addendum
to all management member contracts for leased vehicles paid for by the company
and other undocumented company perks. Strongly consider consultation with tax
experts to address any tax implications for the correction of accounting errors
through the change in accounting policy and the taxable impact of not reporting
employee benefits in wages.
Improve the documentation and approval of business reimbursements. Improve the
documentation process for business meals and travel and entertainment expenditures. Consider implementing the sample expense report provided by Downey into
the reimbursement process by requiring all employees to submit the amounts of
the expenditures; the relevant classification of the expenditure (for example, business meals, airfare, and gas); the purpose of the expenditures; and, if relevant, the
list of attendees, with submission due on a timely basis. The expense report should
get promptly reviewed and signed by those charged with managing the compliance
process. Incomplete expense reports should get returned to the submitter; the employee should not get reimbursed until providing all necessary details regarding the
expenditures. Personal expenses should not be eligible for reimbursement. Strongly
consider consultation with tax experts to address any tax implications for the correction of accounting errors through the change in accounting policy and the taxable impact of inappropriately recording personal expenses within the financial
records of the company.
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General Recommendations
Implement efficient and effective internal controls. Successful implementation of efficient and effective internal controls and reliable reporting practices may substantially reduce the risk of material misstatement of the financial statements. With
regard to the annual audit, effective controls will likely reduce the amount of substantive procedures to be performed. Having sufficient internal controls may become even more critical if the company seeks additional financial support (for
example, lines of credit and promissory notes from an outside party) or if the company plans to allow public entities to purchase equity shares in the company.
Improve the overall technical expertise of the staff. Consider hiring more seasoned
employees experienced in implementing internal controls and improving the accuracy and timing of financial reporting. An accountant, preferably a CPA, could
help provide the desired level of competence. Improving the accounting, finance,
and compliance functions while the company is still a small business should be a
priority.
If the company’s budget or finances prevent the hiring of more experienced personnel, consider sending the senior and staff accountants and other team members involved in financial reporting to continuing education classes and seminars
to boost their technical expertise. Knowledge of the latest accounting trends and
techniques will help prevent accounting errors at the reporting level. Consider outsourcing certain responsibilities; outsourcing could provide much-needed expertise
on a part-time or fractional basis at a lower cost.
Document the company’s operating policies and procedures in a handbook. Create
compliance and ethics manuals to communicate the vision of the management
team to the staff.
Improve documentation across all departments. Improved documentation will benefit
the company in several ways. It will allow for increased transparency and greater
accuracy in financial reporting and create a more effective audit trail, allowing for a
more efficient audit. Consider the use of memorandums to document internal discussions; include minutes from manager meetings to record significant actions and
takeaways. Maintain an e-mail history with a record of correspondence between
employees and business partners; that correspondence may be useful to support
journal entries or contractual terms.
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Summary
Although there are inherent risks with any first-year audit, the HFSE audit proved to be
especially challenging due to the weak control environment relevant to the identification
of related parties. Downey learned early in the planning phase that management failed to
identify and properly account for related-party transactions and accounting errors. As a
result, the audit team set the assessed risk of material misstatement as high and moved up
the timing for related-party testing from year-end to interim. Downey performed inquiries
with management and the accounting staff to better understand the nature of the relatedparty relationships and related-party transactions and also obtained third-party confirmations from attorneys, banks, and Katie’s Cakes to support audit evidence obtained through
other procedures. In addition, Downey inspected expense reports to assess the materiality
of accounting errors and vouched payment against the loan to obtain assurance that such
transactions were not entered into to engage in fraudulent financial reporting or conceal
misappropriation of assets.
Downey quickly identified the lack of adequate controls in place at HFSE, particularly as
they pertained to cash and expenditure transactions. Downey understood that control activities in smaller entities were likely to be less formal and that a smaller entity like HFSE
may have limited documented processes. However, without effective controls in place for
the processing, documentation, and review of transactions, the company risked material
misstatement of the financial statements. In addition, the implementation of effective
controls would reduce the amount of substantive testing to be required in future audit periods, thus increasing the overall efficiency of the audit. HFSE’s management understood
the importance of improving its internal controls for more effective operation of its business and was prompt in taking action based on Downey’s recommendations previously
listed.
The 2012 audit emphasized the importance to HFSE of improving its policies surrounding related parties and related-party transactions. Taking steps to foster ongoing communication with Downey and enhance documentation surrounding related parties and
related-party transactions would avoid surprises during the annual audit and potentially
reduce the amount of substantive testing performed by the auditors. With related-party
information more readily available, Downey could spend its time focusing on other areas
of the audit, and the improvements could potentially facilitate a more seamless audit with
a quicker turnaround of the audited financial statements.
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From the Perspective of Katie’s Cakes’s Auditor
The auditor responsible for auditing the financial statements of Katie’s Cakes, another
small business, as defined by the U.S. SBA, would have likely followed a similar protocol as
Downey in setting up the proper audit plan to determine the audit procedures necessary to
identify related parties and gain an understanding about whether those relationships presented a risk of material misstatement of the financial statements. However, the relatedparty transaction with Katie’s Cakes providing the loan to HFSE would have created some
different risks for Katie’s Cakes in comparison with HFSE. The questions asked by the
auditor of Katie’s Cakes would have likely included the following:
Why would Katie’s Cakes offer a 0 percent interest loan?
Was this loan offered to the detriment of Katie’s Cakes (for example, shareholders
and employees)? Could the funds from the 0 percent interest loan have been used
elsewhere for other investment opportunities to boost company earnings and
growth initiatives?
Could the loan of $3.5 million affect the company’s liquidity and its ability to satisfy short-term debts?
Did Katie’s Cakes properly account for and disclose all the related parties and related-party transactions?
Did the financial statements accurately depict the terms of the transactions?
Did any subsequent events or revised or cancelled transactions suggest that the
transactions between Katie’s Cakes and HFSE were not legitimate?
The answers to those questions would have been key considerations to Katie’s Cakes’s
auditors in determining the proper balance of internal controls and substantive testing and
whether related parties and related-party transactions represented a risk for the material
misstatement of the financial statements.
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Chapter 4

Related-Party Transactions With a Variable
Interest Entity (Case Study 3)
Background
Sweet 890, LLC (Sweet), founded in 1990, is a brand incubator and creative marketing
agency. Sweet provides expertise in the fields of sales and marketing for companies that
either cannot afford full-time personnel or could benefit from Sweet’s client relationships
with major market influencers, high net worth individuals, and Fortune 500 companies
to jump-start revenue growth. Sweet earns the bulk of its profits from retainer agreements
with clients. However, Sweet’s business plan also includes investment in other companies,
primarily manufacturers in the health and wellness industries that promote health quality,
including apparel, food, and beverage. Sweet maintains its headquarters in Miami Beach,
FL, with offices located in Atlanta, GA, and New York. Annual revenues exceed $50 million, and the company employs 100 full-time workers.
In 2012, Sweet was approached by two of its business partners (BPs), friends of the firm,
regarding a potential business opportunity. The BPs believed a company called Healthy
Beverages 4 You, LLC (HB) could present a great investment opportunity, provided that
HB could form the right strategic partnerships and strengthen the existing management
team through the addition of more seasoned professionals. However, the BPs only felt
comfortable moving forward with the deal if Sweet agreed to participate.
After performing its due diligence on HB, Sweet believed that HB’s business model could
prove profitable in the long term. Sweet drafted an investment agreement with the following key terms:
Sweet would purchase a 15 percent equity stake in HB.
The chief marketing officer (CMO) of Sweet would also assume the role of CMO
at HB.
Sweet would lend financial support to HB, as needed, that included, but was not
limited to
— providing lines of credit.
— assisting HB in meeting its financial obligations (for example, bank borrowings
and assignment of promissory notes).
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— an obligation to make HB whole for significant losses related to production
shortfalls.
— an obligation to provide financing if HB experienced material losses or encountered liquidity issues in running day-to-day operations and repaying liabilities.
The terms were accepted by HB and the BPs, and effective August 1, 2012, HB’s new
ownership group consisted of the following parties with the respective ownership percentages:
Majority ownership interest: 66 percent share
Sweet: 15 percent share
BP 1: 10 percent share
BP 2: 5 percent share
Other minority interest: 4 percent share
This case study details the steps taken by Sweet’s auditor, Lundqvist, McDonagh,
and Patrick, LLC (Lundqvist), in understanding and appropriately addressing the audit
considerations created by related-party transactions as part of its annual audit of Sweet.
The case study also includes the auditor’s considerations in determining whether HB
qualifies as a variable interest entity (VIE) and how that relationship creates related-party
considerations.

Planning the Audit
The 2012 engagement represents the third year that Lundqvist would serve as Sweet’s
auditor. As the company expanded its business and entered into more complex transactions during fiscal years 2009 and 2010, management decided it would need the services
of a more established audit firm like Lundqvist. Lundqvist was a recognized global leader
among professional services firms, specializing in the performance of assurance, tax, and
advisory services. Because Sweet worked with an ever-growing base of business partners,
management strongly believed that having the Lundqvist name on their financial statements would contribute greatly to the success of the company and its efforts to build recognition in the health and wellness sector.
Lundqvist’s audit partner and manager kicked off the current year engagement by meeting
with members of Sweet’s management team in their office. Lundqvist reminded Sweet’s
management team that the financial statements subject to audit are those of the entity
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prepared and presented by management of the entity with oversight from those charged
with governance. Generally accepted auditing standards (GAAS), specifically paragraph
.06 of AU-C section 200, Overall Objectives of the Independent Auditor and the Conduct of
an Audit in Accordance With Generally Accepted Auditing Standards (AICPA, Professional
Standards), require the auditor to obtain reasonable assurance (a high, but not absolute,
level of assurance) about whether the financial statements as a whole are free from material misstatement, whether due to fraud or error. Reasonable assurance is supported by
sufficient appropriate audit evidence to reduce audit risk (that is, the risk that the auditor
expresses an inappropriate opinion when the financial statements are materially misstated)
to an acceptably low level.
When asked about recent developments within the company, management informed
Lundqvist that there had been no significant operational changes within the accounting,
finance, and compliance departments since the prior year. They did hire additional employees to support the company’s growth, but the accounting, finance, and compliance
departments continued to follow the same procedures as in the prior year. The accounting
department continued to prepare the financial statements in conformity with accounting
principles generally accepted in the United States of America (GAAP). Sweet provided
a summary of significant accounting policies, including the impact of recent accounting
standards on the presentation and disclosure of company information. Sweet believed that
the adoption of the recent standards did not materially impact the company’s financial
results, although there were some changes to the presentation and disclosure of financial
information in its quarterly and annual reports. Sweet also confirmed to Lundqvist that
since inception, the company has not hired an internal audit department. To avoid any
surprises during the audit, Sweet also brought up a new item of potential significance for
the 2012 audit: the introduction of a VIE.
To foster the company’s continued growth, management believed they could maintain
their current momentum through strategic acquisitions and investments and, therefore,
initiated several such transactions during fiscal year 2012. Sweet believed these transactions were recorded properly in the financial statements and accurately reflected the terms
of the underlying agreements. Sweet noted that one particular transaction likely qualified
as a VIE and, therefore, might require special audit consideration. With recent acquisitions and increased revenue derived from the company’s long-time core client base, Sweet
had gained substantial market share in the health and wellness sector versus the prior year.
No other significant items were addressed by Sweet’s management team.
The engagement partner and manager then met with the audit staff to discuss planning
for the 2012 Sweet audit. Lundqvist issued unmodified opinions for the prior two audits
and had not noted any difficulties encountered with the audits, disagreements with management, or significant findings or issues relevant to the financial reporting process in the
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required communications with those charged with governance listed in AU-C section 260,
The Auditor’s Communication With Those Charged With Governance (AICPA, Professional
Standards). Lundqvist’s staff looked forward to the Sweet audit because of the friendly
accounting staff and the company’s organization and commitment to details. Traditionally, Sweet’s accounting team was diligent about preparing a well-organized audit packet,
complete with copies of all relevant general ledger schedules, prior to the audit team arriving for fieldwork. Despite the past successes in completing the Sweet audit engagements
both timely and efficiently, the Lundqvist team understood the importance of planning
and performing the audit with professional skepticism, recognizing that circumstances
may exist that could cause the financial statements to be materially misstated, including
circumstances connected with related-party transactions and relationships.
Professional skepticism would help guide Lundqvist to properly evaluate the reliability of
audit evidence to help determine whether audit evidence supports management’s claims
and representations and to determine whether additional procedures are necessary for the
completion of the audit. In the absence of professional skepticism, Lundqvist could potentially overlook key audit findings, possibly suggesting unusual financial reporting or,
in the worst cases, fraudulent activities and reporting. Therefore, the team did not make
any assumptions regarding the current state of business at Sweet and understood the importance of exercising professional judgment in planning and performing the audit of
financial statements throughout the engagement.
With Sweet operating on a calendar year, Lundqvist commenced the current year audit
with a brainstorming session at its downtown office in October 2012. During the session, the audit team established an overall audit strategy to shape the scope and expected
timing in the development of the audit plan, from initial inquiries and interim testing
to the signing of the management representation letter and issuance of the audit report.
In addition, the audit team incorporated into their brainstorming session a discussion of
the consideration of fraud, as required under AU-C section 240, Consideration of Fraud
in a Financial Statement Audit (AICPA, Professional Standards), and the susceptibility of
the entity’s financial statements to material misstatement, as required under AU-C section 315, Understanding the Entity and Its Environment and Assessing the Risks of Material
Misstatement (AICPA, Professional Standards). In accordance with paragraph .13 of AU-C
section 550, Related Parties (AICPA, Professional Standards), the discussion included specific consideration of the susceptibility of the financial statements to material misstatement due to fraud or error that could result from the entity’s related-party relationships
and transactions.
The engagement partner reminded the team that, in accordance with AU-C section 200,
the ultimate goal of the audit was to get comfortable that the financial statements as a
whole were free from material misstatement, whether due to fraud or error. This would
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permit Lundqvist to express an opinion on whether the financial statements are prepared,
in all material respects, in accordance with GAAP. By properly planning the audit, the
team sought to obtain sufficient audit evidence to reduce audit risk to an acceptably low
level and thereby enable Lundqvist to draw reasonable conclusions on which to base an
audit opinion.
In developing the audit plan, Lundqvist understood the importance of gaining an understanding of Sweet’s internal controls. In accordance with paragraph .03 of AU-C section
315, Lundqvist’s objective was to identify and assess the risks of material misstatement,
whether due to fraud or error, at the financial statement and relevant assertion levels.
Gaining an understanding of the entity and its environment, including the entity’s internal control, provides a basis for designing and implementing responses to the assessed risks
of material misstatement.
To facilitate interim testing, Lundqvist prepared a client request list. The list requested
that Sweet provide Lundqvist the latest interim financial statements dated September 30,
2012, and the appropriate supporting schedules. In addition to performing routine planning procedures, including reviewing the prior year audit files to highlight potential significant risks, performing a variance analysis to identify material changes to the account
balances, and researching news postings on significant company events, Lundqvist planned
to schedule some time during interim testing to better understand the potential VIE that
management mentioned during the planning meeting. Based on the audit team’s knowledge of VIEs, the audit manager understood the accounting implications of VIEs and that
depending on the nature of the VIE relationship and transaction, the audit team may need
to perform audit procedures required for related parties under AU-C section 550.

Performing the Audit
Because it is best practice to test high-risk or new audit areas earlier rather than later in the
audit process, Lundqvist decided to review the VIE transaction that resulted from one of
Sweet’s recent acquisitions. If Lundqvist discovered that the VIE transaction was not recorded properly, Lundqvist would need to evaluate the effect of identified misstatements,
if any, on the financial statements. The misstatements, including omissions, would be
considered material if, individually or in the aggregate, they could reasonably be expected
to influence the economic decisions of users that are taken based on the financial statements. Judgments about materiality are made in light of surrounding circumstances and
involve both qualitative and quantitative considerations. Testing areas of potentially high
risk earlier in the audit process would provide Lundqvist more time if additional audit
evidence was required to respond to the assessed level of audit risk.
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While researching the latest headlines for Sweet during planning, the engagement senior
(senior) discovered that the current CMO at Sweet, Jared Monahan, had also assumed the
role of CMO at HB, a sports drink manufacturing company. The senior learned through
discussions with management that Sweet had invested in HB during the year as a result of a
business pitch to Sweet by two of its BPs. The BPs believed that HB would present a great
investment opportunity, provided that HB could form the right strategic partnerships and
strengthen the existing management team through the addition of more seasoned professionals. HB operated in the consumer products industry, manufacturing healthy sports
drinks for sale to consumers. Poor exposure to its target audience, combined with inefficient bottling and shipping operations, caused HB to fail to meet earnings targets and to
seek outside investment and guidance for growth of the company.
After several months of negotiations between HB, Sweet, and the two BPs, the parties ultimately produced an investment agreement that highlighted the following terms:
Sweet would purchase a 15 percent equity stake in HB.
Jared Monahan would assume the role of CMO at HB while retaining his CMO
role at Sweet.
Sweet would promote HB’s products through its extensive network of high-profile
athletes, celebrities, and personalities (referred to as the influencers) in exchange for
the exclusive right to provide all sales and marketing services for HB. Fixed payments would be due on a monthly basis for such services.
The BPs would acquire a combined 15 percent equity interest in HB; they would
also assume control over operations to increase the efficiency of the manufacturing,
bottling, and shipping of HB’s products.
Monthly payments from HB to Sweet include
— reimbursement for the services of celebrities within the influencer network.
— retainer payments.
— incentive compensation when HB’s revenue exceeds agreed-upon targets.
The relationships of the various entities involved in the HB transaction were documented
in the following flowchart. (For purposes of this case study, it is assumed that investors’
voting rights directly correspond to their ownership interests in common stock.)
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The senior spent considerable time understanding the Sweet-HB transaction, knowing
that the risk of material misstatement may be greater for significant nonroutine transactions. The 15 percent ownership of HB creates a related-party relationship, in accordance
with Financial Accounting Standards Board (FASB) Accounting Standards Codification
(ASC) 850-10-20, explained further in chapter 1, “An Introduction to the Clarity Project
and an Overview of Related Parties,” of this practice aid. Following the guidance in paragraph .28 of AU-C section 315, Lundqvist was required to determine whether any risks
identified are, in the auditor’s professional judgment, a significant risk. Because the transaction with HB appeared to be outside the normal course of business, the senior considered Sweet’s 15 percent equity investment in HB a significant risk. The senior promptly
shared the identity of this significant risk with the other members of the audit team, in
accordance with paragraph .18 of AU-C section 550. The engagement partner communicated to the audit team the need to modify the overall audit strategy and audit plan and,
thereby, the resulting nature, timing, and extent of further audit procedures, based on the
revised consideration of assessed risks.
Lundqvist would need to gain an understanding of Sweet’s controls and control activities
relevant to the identified significant risk, as prescribed by paragraph .30 of AU-C section
315. In addition, Lundqvist would need to perform tests of controls to evaluate whether
these controls were suitably designed and implemented to mitigate risks discovered by
the transactions identified to cause the significant increase in expense accounts. Lastly, as
stated in paragraph .22 of AU-C section 330, Performing Audit Procedures in Response to
Assessed Risks and Evaluating the Audit Evidence Obtained, (AICPA, Professional Standards),
because the assessed risk of material misstatement at the relevant assertion level (in this
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case, all assertions) is a significant risk, Lundqvist would need to perform substantive procedures that are specifically responsive to that risk.
The Lundqvist partner reminded the engagement team of their responsibilities as they
pertained to related parties. The partner noted that related parties are not independent
of each other and the importance of understanding the nature and actual or potential
effects of the related-party relationships on the financial statements. In accordance with
paragraph .04 of AU-C section 550, the team should perform audit procedures to identify, assess, and respond to the risks of material misstatement arising from the entity’s
failure to appropriately account for or disclose related-party relationships, transactions,
and balances. Additionally, as stated in paragraph .24 of AU-C section 240, gaining an
understanding of the entity’s related-party relationships and transactions is relevant to
Lundqvist’s evaluation about whether one or more fraud risk factors were present because
of the ability of companies to more easily commit fraud through related parties. Lastly,
the engagement partner emphasized the importance of continuously remaining alert when
inspecting records and documents, given the related-party concerns.
In an effort to obtain an understanding of internal control, Lundqvist inquired of Sweet’s
management whether the following controls, listed in paragraphs .14–.15 of AU-C
section 550, were established to
identify, account for, and disclose related-party relationships and transactions.
authorize and approve significant transactions and arrangements with related
parties.
authorize and approve significant transactions and arrangements outside the normal course of business.
Lundqvist also considered features or elements relevant to mitigating the risks of material
misstatement associated with related-party relationships and transactions, such as the following, as stated in paragraph .A17 of AU-C section 550:
Internal ethical codes, appropriately communicated to the entity’s personnel and
enforced, governing the circumstances in which the entity may enter into specific
types of related-party transactions
Policies and procedures for open and timely disclosure of the interests that management and those charged with governance have in related-party transactions
The assignment of responsibilities within the entity for identifying, recording,
summarizing, and disclosing related-party transactions
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Timely disclosure and discussion between management and those charged with
governance of significant related-party transactions outside the entity’s normal
course of business, including whether those charged with governance have appropriately challenged the business rationale of such transactions (for example, by
seeking advice from external professional advisers)
Clear guidelines for the approval of related-party transactions involving actual or
perceived conflicts of interest, such as approval by a subcommittee of those charged
with governance comprising individuals independent of management
Periodic review by internal auditors, when applicable
Proactive action taken by management to resolve related-party disclosure issues,
such as seeking advice from the auditor or external legal counsel
The existence of whistle-blowing policies and procedures
The revenue accountant performed a detailed walk-through of the revenue cycle that allowed Lundqvist to gain an understanding of the entity’s controls. In addition, Sweet’s
controller provided a copy of the company’s accounting handbook that was given to all
members of the accounting team and that served as a best practices guide for the accounting of revenue transactions. Lundqvist selected five major revenue transactions from the
revenue subsidiary ledger, including two transactions with HB for sales and marketing
services provided per terms of the investment agreement. Sweet showed how the transactions tied back to the appropriate contracts and produced copies of the invoices generated
from the accounting system. For the transactions in which Sweet already received payment
in return for the services provided, Sweet assisted the audit team in tying the receipts
back to the applicable monthly bank statements. One of Sweet’s invoices to HB in September 2012 was included in accounts receivable that would be tested as part of year-end
procedures.
A staff member of Sweet subsequently showed Lundqvist how the transactions were
booked into the accounting system and then rolled into the subsidiary ledger and general
ledger. These items appeared on the statements of operations under the “Revenue” heading, categorized by either “Services” revenue or “Products” revenue. These financial statements were reviewed by the management team on a monthly basis.
In the file with the monthly financial statement packages, Sweet’s accounting team kept
records of the management review process. On the sixth business day following the conclusion of each month, the management team reviewed a copy of the financial statements,
including the statements of operations and the revenue detail, examining any major fluctuations in account balances or variances versus management performance expectations.
The review process required at least one manager and the chief compliance officer (CCO)
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to sign and date the schedules. The CCO maintained copies of the schedules in a locked
file cabinet kept on the premises. These steps documented the review process, created an
appropriate audit trail, and established accountability among management for the accuracy of the financial records.
Through the walk-through, management inquiries, and tests of controls, Lundqvist determined that each revenue transaction was properly booked and, therefore, deemed that
effective internal controls were in place for recording revenue transactions consistent with
the guidelines set forth in the handbook. Next, the audit team began substantive testing
procedures over the revenue cycle. The engagement partner asked his team to consider the
following while performing substantive audit procedures:
Did the terms of the investment agreement between Sweet and HB affect executive
compensation, particularly incentive bonuses?
What was the timing of the payments for the sales and marketing services performed by Sweet for HB?
Were the payments made close to year-end? Were they enough to materially impact earnings and the presentation of financial statement information?
Were the payments booked in the appropriate period?
Were any such payments cancelled or reversed in the next fiscal year? If so, what
would have been the impact on earnings and the presentation of financial statement information for fiscal year 2012?
Lundqvist performed the following tests of details to complete its substantive testing of the
revenue cycle:
Reviewed the investment agreement between Sweet and HB, including any
amendments
Reviewed a sample of invoices selected from the revenue subsidiary ledger to test
for cutoff and accuracy
Reviewed corresponding journal entries based on the invoices selected, including
management approval
Reviewed bank statements for selected cash receipts
The audit senior revisited the revenue subsidiary ledger from controls testing, noting the
report was categorized as either “Services” or “Products” revenue and sorted by client
by month. The audit senior noticed a considerable spike in the revenue booked toward
the end of the year for services provided to HB; the timing of recorded revenue was of
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particular concern because much of the executive compensation was based on earnings.
Audit tests were performed to ensure that future revenue amounts were not booked in the
current period, physical invoices existed for revenues booked in the current period, and
revenue amounts booked in the current period were not subsequently reversed or cancelled in future periods. Upon reviewing a sample of invoices to HB and comparing the
amounts booked into revenue in December with the terms of the investment agreement,
it appeared that some payments that were originally scheduled for early 2013 were potentially recorded into earnings during 2012.
The audit team accumulated the total amount of potential errors found as a result of
testing the HB invoices and considered the need to modify the overall audit strategy and
audit plan and, thereby, the resulting nature, timing, and extent of further audit procedures, based on the revised consideration of assessed risks. The information that was
revealed through the substantive audit procedures seemed to contradict what Sweet had
shared during preliminary inquiries that indicated that payments typically consisted of the
monthly retainer fee, as well as consistent levels of reimbursement for celebrity services. In
addition, HB’s sales levels thus far had not typically triggered any incentive payments to
Sweet.
Lundqvist’s staff promptly contacted the engagement partner and manager, requesting a
follow-up meeting on the best way to perform additional testing and move forward with
the audit engagement. The partner and manager were pleased that the team had properly
maintained a healthy degree of professional skepticism and remained alert to the realization that related-party relationships increase the likelihood of manipulation of the financial statements.
The engagement partner and manager designed additional audit procedures to be performed in light of recent findings about the potentially accelerated revenue transactions.
These procedures included the request of more information from Sweet’s accounting department, including relevant correspondence with HB, any amendments to the contract,
and minutes from meetings with management to better understand the timing of the
payments.
Other than conducting additional inquires of management, Lundqvist’s partner saw no
reason to make further changes to the overall audit strategy and audit plan. Assuming the
staff obtained the necessary audit evidence during the follow-up inquiries and meetings,
the planned nature, timing, and extent of audit procedures should remain unaffected;
however, Lundqvist documented its discussion for the audit file and considered the possibility that it might have to perform further testing procedures. When approached with
questions regarding the HB payments, Sweet’s CFO explained that the spike in December revenues from HB was in connection with the 2012 holiday season. Sweet saw an
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opportunity for promoting HB products in stores and through a national advertising campaign. This meant that Sweet needed to access its influencer network of notable sports and
film celebrities for a multitude of additional contract appearances beyond the normal level
of monthly services.
Back in fall 2012, Sweet had moved full speed ahead and created a more robust marketing plan for HB with the blessing of the company’s management. Through the marketing
plan, HB sought to achieve 15 specific goals across specific dates for the next 3 years, paving the way for accelerated expectations. Sweet made appearances at food and drink expos
(that is, trade shows) throughout the country, alongside other companies also promoting
the latest trends in health and beverage products.
According to Sweet’s CFO, the aggressive promotional campaign immediately paid dividends, resulting in a significant increase in HB’s beverage sales to consumers, pushing
revenue well beyond the short-term growth targets.
In accordance with the terms of the investment agreement, HB’s substantial revenue
growth triggered the incentive compensation clause that, when combined with increased
service revenue from the use of Sweet’s influencer network, resulted in the spike in revenues before year-end.
Although the audit team assessed the initial risk of material misstatement as low with
regard to related-party transactions, the team was now unsure of whether the agreement
between Sweet and HB may be considered an arm’s-length transaction. As a result, the
audit senior requested to review contracts for Sweet’s clients other than HB who also contributed to the revenue growth in December. Lundqvist reviewed these contracts for consistency of select terms and conditions across multiple contracts entered into with Sweet.
The CFO highlighted the key terms across the contracts, pointing out similarities between
the retainer payments and bonus clauses triggered upon the achievement of performance
targets. In addition to reviewing these contracts, Lundqvist selected underlying revenue
transactions from these customers to verify that revenue was booked in the appropriate
period and for the appropriate amount. Based on these procedures, Lundqvist did not
find any evidence to conclude that the transactions between Sweet and HB had been conducted under terms not equivalent to those of arm’s-length transactions.
Although the audit team was still able to assess the risk of material misstatement as low,
Lundqvist wanted to understand whether the changes from the original terms of the investment agreement were amended and documented as such.
Upon further discussions with Sweet’s CFO, the audit team learned that the company was
in such a rush to meet the campaign deadlines by the holidays that there had not been time
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to sit down with HB and either redraft the contract or add an amendment to the existing
contract. The CFO believed that HB’s timely turnaround of the year-end invoices, along
with the agreement to pay the commission fees, indicated consent to the new terms of the
sales and marketing arrangement between HB and Sweet. The CFO directed Lundqvist to
Sweet’s CCO to obtain documentation of discussions between both parties regarding the
holiday marketing campaign.
The CCO also stated there was not enough time to formally document the details of the
marketing campaign; however, as CCO, one of her responsibilities includes confirming
the terms of all deals. She was able to get comfortable with the Sweet-HB relationship
because
Jared Monahan, serving as Sweet’s CMO, as well as HB’s CMO, provided the
CCO with weekly updates regarding the Sweet-HB relationship.
HB had confirmed the revision of the contractual terms via e-mail.
The CCO provided Lundqvist with e-mail documentation that supported both the CCO’s
and CFO’s assertions. Because the amended terms agreed to the revenue transactions that
were recorded in Sweet’s accounting system, Lundqvist believed the risk of material misstatement could be reduced to an acceptable level.
To gain additional comfort over the significant revenue transactions recorded during the
year, Lundqvist met with Sweet’s audit committee. From prior-year knowledge, as well
as management inquiries held during the planning phase, Lundqvist knew that Sweet
actively discussed significant developments on a regular basis with the audit committee
members. When asked specifically about the transactions between Sweet and HB, the
audit committee stated they believed that the terms of the related-party transactions for
the most recent fiscal year were at least as favorable to the company as could have been
obtained from unrelated parties at the date of execution. Lundqvist corroborated these assertions through review of the minutes of audit committee meetings.
Lundqvist also learned that prior to the initiation of transactions between the related parties, all prospective contracts, including original agreements, modifications, or revisions,
required audit committee approval. The audit committee considered, at a minimum, the
nature of the relationship between the company and related party, the terms of prospective
contracts or the history of the transaction in scenarios involving contract modifications or
revisions, and the company’s reasons for wanting to enter into related-party transactions
and the terms of comparable transactions with unrelated third parties. Reviewing minutes
of meetings with the audit committee and understanding the communications between
management and audit committee members with regard to related-party relationships
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provided Lundqvist additional audit comfort that the company had an adequate process
in place for identifying and accounting for related-party transactions.
At year-end, Lundqvist prepared legal and receivables confirmations as its final planned
substantive audit procedures regarding related-party transactions. Lundqvist generally
found confirmations to be valuable tools for the audit because they enabled the audit team
to confirm the accuracy of financial statement reporting with external parties. As stated
in paragraph .A32 of AU-C section 500, Audit Evidence (AICPA, Professional Standards),
Lundqvist recognized that circumstances may exist that affect the reliability of the external
confirmations (for example, collusion between the company under audit and the entity
with which the auditor sought confirmation, which could include related parties or incompetence of the independent source) but that, generally, the reliability of audit evidence
is increased when obtained from independent sources outside the entity and that audit
evidence in documentary form, whether paper, electronic, or other medium, is more reliable than evidence obtained orally.
For legal confirmations, Lundqvist selected the 2 firms actively providing legal counsel to
Sweet since the inception of the company. Lundqvist looked for evidence of the existence
of any lawsuits and matters, including those involving related-party relationships, that
could materially impact the financial statements and increase the risk of material misstatement. Neither legal firm mentioned any events of significance that could materially impact
the financial statements. For receivables confirmations, Lundqvist selected the 10 largest
clients in terms of current year revenue (including HB), and all 10 clients confirmed the
client invoicing terms and balances recorded in Sweet’s accounting system.

Accounting for the VIE
Although Lundqvist has gained sufficient audit comfort over related-party transactions
to reduce the risk of material misstatement to an acceptably low level, the audit team still
needed to verify that the accounting for the VIE was appropriate. Sweet’s management
team classified HB as a VIE for accounting purposes but determined that consolidation
was not appropriate. Lundqvist inquired about Sweet’s policy regarding proper accounting for VIEs.
Because recent changes to accounting standards required entities to continuously analyze
the VIE status, Sweet evaluated whether entities should be classified as VIEs and if the primary beneficiary status was appropriate on a monthly basis. Sweet consolidated VIEs for
which it was the primary beneficiary; in scenarios when Sweet was not the primary beneficiary but the holder of an ownership interest, it considered the size of the ownership interest. Sweet typically recorded ownership interests ranging from 20 percent to 50 percent
using the equity method of accounting; lesser investment percentages were recorded based
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on the cost method of accounting. Because Sweet held a 15 percent ownership interest in
HB, the VIE was accounted for under the cost method of accounting.
When assessing the appropriate primary beneficiary, Sweet considered all relevant facts
and circumstances, including the
power to direct the activities of the VIE that most significantly impact the entity’s
economic performance.
obligation to absorb losses or the right to receive benefits from the VIE that could
potentially be significant to the VIE.
The placement of Jared Monahan as HB’s CMO enabled Sweet to direct HB’s sales and
marketing endeavors, further solidifying the related-party relationship created by Sweet’s
principal ownership investment in HB. The contract signed between both parties granting
Sweet the exclusive rights in heading up such activities confirmed the relationship and duties. Both parties agreed that giving Sweet authority over the sales and marketing function
could help make HB more nimble, enabling the company to act quickly in negotiating
terms with Sweet’s influencers and promoting HB’s products to consumers.
However, the Sweet equity investment did not alter the functions of high-level management, with the CEO, CFO, and COO still responsible for day-to-day decision making
and determining the overall direction of the business. These executives steered the ship,
ultimately making the key decisions for the company, particularly those involving the hiring and termination of employees and the deployment of capital. Therefore, Sweet was
not in a position to direct the activities of the VIE.
Considering the VIE’s purpose and design through a qualitative assessment, the greatest
beneficiaries of the company’s profitability were the company’s majority shareholders.
Audit evidence obtained by Lundqvist during the engagement suggested that the terms
of the sales and marketing agreement between Sweet and HB were conducted at arm’s
length, meaning the payment terms were no different from those of a typical service provider offering outsourced expertise.
In other words, Sweet was compensated just like other vendors, expected to provide sales
and marketing services but not exerting substantial influence related to executive decision
making, responsibility reserved for the upper management of HB. Therefore, Lundqvist
felt comfortable that the audit evidence obtained through substantive procedures to test
revenue transactions reduced the risk of material misstatement in the financial statements
due to related-party transactions to a minimal level, eliminating the need for further testing of related parties.
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The arrangements with the BPs were viewed similarly. Although the BPs exerted influence
in shaping the overhaul of operations, they did not exert substantial influence related to
executive decision making. As the company’s minutes of directors’ meetings indicated,
there were no representatives from either Sweet or the BPs present at any of the periodic
executive meetings.
Shareholder payments, including dividends in future periods, would be passed along to
both Sweet and the BPs in proportion to their ownership percentages. Their treatment
was identical to that of the other minority interest owning a 4 percent share in HB. Neither Sweet nor the BPs possessed the right to receive benefits from the VIE that could
potentially be significant to the VIE.
Sweet lent financial support to HB through a variety of means, in accordance with the
terms stated in the investment agreement. Sweet provided lines of credit for up to $4
million at a rate of LIBOR plus 50 basis points with a floor of 3.5 percent. Additionally,
Sweet and the BPs agreed to bear responsibility for meeting the financial obligations of
HB. According to the terms of their investment, they were obligated to make HB whole
for significant losses related to production shortfalls or to provide financing if HB experienced material losses or encountered liquidity issues in running day-to-day operations and
repaying liabilities.
In the fourth quarter, Sweet repaid $1 million of HB’s bank borrowings and took assignment of a promissory note, the balance of which was $1.9 million at December 31, 2012;
the note was due on December 15, 2014. The promissory note accrued at a rate of LIBOR
plus 250 basis points with a floor of 3.5 percent.
During the initial planning stage of the engagement, the Lundqvist team determined that
the agreed-upon financial terms between Sweet and HB were not material to the users of
the financial statements, either individually or in the aggregate, with judgments about materiality taking into consideration both qualitative and quantitative factors. Because the assessed risk of material misstatement was low for this portion of the transaction, Lundqvist
tested the financial terms of the investment agreement at year-end.
The investment agreement between Sweet and HB detailed the terms of investment and
confirmed the level of financial support that Sweet promised HB. To test the financial
terms of the agreement, Lundqvist requested the following documentation:
The agreement in which Sweet provided a line of credit to HB
The agreement between HB and the local bank indicating the principal borrowed
and interest to be repaid over the life of the loan
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The promissory note indicating the principal borrowed and interest to be repaid
over the life of the note
Evidence of any payments (for example, cash payments, wires, or electronic bank
transfers)
In reviewing the documentation, Lundqvist determined that the financial commitments
were booked correctly; therefore, no further work was required.
Ultimately, Sweet’s minority equity interest in HB was accounted for under the cost
method of accounting, with no consolidating journal entries required. Lundqvist determined that the entity qualified as a VIE because the entity was thinly capitalized, and
the equity of the majority shareholders (the same shareholders holding the majority share
prior to the investment by Sweet and the BPs) was insufficient to fund the entity’s activities. That reality drove HB to seek a group of investors that could provide economic
backing to allow HB to fulfill its company vision. Sweet helped provide that additional
subordinated financial support.
However, Sweet was not deemed to be the primary beneficiary because Sweet did not have
the power to direct the activities of the VIE that most significantly impacted the VIE’s
economic performance. As a result, HB was not consolidated in Sweet’s results; therefore,
the amounts owed by HB to Sweet were reflected in Sweet’s company balance sheets.

Issuing the Audit Opinion
Prior to issuing the audit report, Lundqvist requested the latest interim financial statements. Lundqvist performed a final variance analysis, comparing changes in major financial statement account balances from December 31, 2012, to February 28, 2013, the date
of the latest interim financial statements. Lundqvist looked for any indications of subsequent events that would need to be disclosed in the financial statements and other risk
indicators that might have arisen after year-end requiring further analysis. A look at the
interim financial statements showed that Sweet’s revenues continued to grow, particularly
those associated with the HB relationship. The increased sale of HB’s beverages enabled
Sweet to continue to hit certain targets as the sales and marketing agent for HB. Additionally, the cash inflows from the beverage sales boosted HB’s liquidity, providing a sufficient
cash balance for HB to repay Sweet the $1 million loan advanced by Sweet in late 2012.
Lundqvist tied these cash receipts to respective bank statements. The completion of these
substantive procedures convinced Lundqvist that the risk of material misstatement in the
financial statements due to related-party transactions was at a minimal level; therefore, no
further work was required.
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Lundqvist concluded there were no significant subsequent events to disclose, other than
the loan repayment made by HB in February 2013, and no material changes had occurred
in the balances of the major accounts or in overall company performance that increased
the risk of material misstatement of the financial statements. The audit team finalized its
documentation of procedures performed and related findings, including the names of the
identified related parties and the nature of the related-party relationships, as required in
paragraph .28 of AU-C section 550, in preparation of issuing the audit opinion.
Although audit procedures performed to date provided sufficient audit evidence to assess
the risk of material misstatement due to related-party transactions at an acceptably low
level, the next step when finalizing Sweet’s financial statements and related notes was to
ensure that Sweet adequately disclosed the related-party relationship and transactions in
accordance with FASB ASC 850, Related Party Disclosures.
Sweet considered the requirements within FASB ASC 850, as listed in chapter 1, in drafting the following language for the notes to the financial statements:
Related-Party Transactions and Variable Interest Entities Disclosure Excerpt
We (the company) provide all sales and marketing services to Healthy Beverages,
LLC (HB). Under certain circumstances, we may be required to compensate the
other equity owners of HB for lost profits resulting from significant production
shortfalls. We have determined that HB is a variable interest entity. However, because we are not the primary beneficiary of the entity, we do not consolidate the
financial statements of HB.
A related-party relationship was created with HB on August 1, 2012, when we
completed the terms of our 15 percent investment in HB, thus establishing the
company as a principal owner of HB. The terms included the insertion of Jared
Monahan as the chief marketing officer (CMO) of HB. Mr. Monahan serves in a
dual role because he also operates as the CMO of the company. We promote HB’s
products through our extensive network of high-profile athletes, celebrities, and
personalities, labeled the influencers, in exchange for the exclusive right to provide
all sales and marketing services for HB. In 2012, our total compensation, including base and incentive fees, equaled $1.2 million.
As of October 15, 2012, we provided lines of credit of up to $4 million to HB.
Borrowings under the lines of credit bear interest at a rate of LIBOR plus 50
basis points with a floor of 3.5 percent. In the fourth quarter of 2012, we repaid
$1 million of HB’s bank borrowings and took assignment of a promissory note,
the balance of which was $1.9 million at December 31, 2012; the note is due on
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December 15, 2014. The promissory note is currently accruing interest at a rate of
LIBOR plus 250 basis points with a floor of 3.5 percent.
Our variable interests in HB include an equity investment in the venture, the
promissory note, certain fees paid to us by HB for sales and marketing services, the
contingent obligation related to production shortfalls, and the lines of credit advanced to HB. Our maximum exposure to loss as a result of our involvement with
this venture is equal to our equity investment in the venture; the balance of the
promissory note extended to the venture; and the amount, if any, advanced under
the lines of credit. In the event of a production shortfall, we could be required
to compensate other equity owners of HB for lost profits. It is not possible to
determine the maximum exposure to losses from potential production shortfalls.
However, we do not expect to incur material losses resulting from these exposures.
We believe the transactions and agreements discussed between the company and
related parties are at least as favorable to the company as could have been obtained
from unrelated parties at the date of execution. The audit committee utilizes procedures in evaluating the terms and provisions of proposed related-party transactions in accordance with their fiduciary responsibility to the company. Prior to
the initiation of transactions between the related parties, all prospective contracts,
including original agreements, modifications, or revisions, require audit committee approval.
The audit committee considers, at a minimum, the nature of the relationship between the company and related party, the terms of prospective contracts or the history of the transaction in scenarios involving contract modifications or revisions,
and the company’s reasons for wanting to enter into related-party transactions and
the terms of comparable transactions with unrelated third parties. On a quarterly
basis, the management team analyzes all existing related-party contractual obligations and transactions and reviews them, as necessary, with the audit committee.
With regard to related parties, Lundqvist concluded that the identified related-party relationships and transactions were appropriately accounted for and disclosed and that the
effects of the related-party relationships and transactions did not prevent the financial
statements from achieving fair presentation. Understanding that significant transactions
with related parties may warrant the inclusion of an emphasis-of-matter paragraph in
the auditor’s report, as stated in paragraph .A2 of AU-C section 706, Emphasis-of-Matter
Paragraphs and Other-Matter Paragraphs in the Independent Auditor’s Report (AICPA, Professional Standards), Lundqvist issued an unmodified opinion, given that the relationship
with HB was not fundamental to the users’ understanding of the financial statements.
Prior to issuing the audit opinion, Lundqvist obtained written representations from management and those charged with governance, noting that representations included the fact
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that management and those charged with governance have done the following, in accordance with paragraph .A13 of AU-C section 550:
Disclosed to the auditor the identity of the entity’s related parties and all the related-party relationships of which they are aware
Appropriately accounted for and disclosed such relationships and transactions.

Management Recommendations
Throughout the audit engagement, the Lundqvist audit team kept a running list of items
that Sweet could improve going forward. The main management recommendations
included the following items that were communicated to Sweet in accordance with AU-C
section 260:
Introduction of an internal audit team. If Sweet continues to enter into new endeavors and form increasingly complex business partnerships, the compliance function
could also grow significantly. Sweet should consider the implementation of an internal audit function. By bringing aboard seasoned internal audit professionals,
Sweet would reduce the risks of material misstatement of the financial statements
and fraudulent activities.
Improve documentation for contractual agreements. As terms to existing contracts are
amended, the existing contracts should be updated and properly executed. Even
though HB followed through on the sales and marketing payments, a revised, written contract would have been appropriate to document the amended terms of service, particularly in the event of a dispute.

Summary
The 2012 audit emphasized the importance of improving Sweet’s policies surrounding
related parties and related-party transactions. Although initial discussions with management lead Lundqvist to believe that no unusual transactions occurred between HB and
Sweet, further investigation of significant revenue transactions revealed there was a onetime amendment to the original investment agreement. The audit team then had to modify its audit approach to perform additional inquiries with management and also review
a larger sample of contracts to ensure that the terms of the contract with BP were carried
at arm’s length. After performing tests of controls, as well as substantive audit procedures,
that included inspection of underlying contracts, testing revenue transactions for accuracy
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and cutoff, and obtaining third-party confirmations, Lundqvist was able to obtain sufficient audit evidence to conclude that the related-party transactions were appropriately
accounted for and disclosed in the financial statements.
Taking steps to enhance the documentation of company activities and possibly even
creating an internal audit department would improve the operation of the business and
potentially reduce the amount of substantive testing performed by the auditors. Having
related-party information more readily available would have allowed Lundqvist to focus
on other areas of the audit, thus improving the overall efficiency of the audit. Sweet’s
management acknowledged its responsibility to maintain adequate documentation for
transactions entered into with any of its business partners, particularly those who are also
considered related parties.

From the Perspective of HB’s Auditor
The auditor of HB’s financial statements would have likely followed a similar protocol as
Lundqvist in setting up the proper audit plan to identify related parties and assess whether
those relationships present a risk of material misstatement to the financial statements.
However, the related-party transaction for HB compensating Sweet for sales and marketing services may have created some different risks. The questions asked by the auditor
would have likely included the following:
Why would management offer Sweet exclusive rights to represent HB in contractual negotiations with existing and prospective clients?
Did HB explore other avenues for promoting growth, including interviewing other
professionals and service companies versed in sales and marketing?
Did Sweet’s minority equity interest force HB to accept terms that were not in the
best interests of the other shareholders?
Did the retainer and incentive payments to Sweet create an unfair drag on the company’s financial performance?
Did HB properly account for and disclose all the related parties and related-party
transactions?
Did the financial statements accurately depict the terms of the transactions?
Did employees at HB receive any special compensation (for example, gifts) for
partnering with Sweet?
Did any of the terms of the sales and marketing agreement with Sweet suggest a
breach in management’s fiduciary responsibility to the company?
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Was there any reversal of the transactions subsequent to year-end, suggesting the
transactions between Sweet and HB were not legitimate?
What was the probability that the related-party relationship and sales and marketing agreement were initiated to manipulate earnings?
The answers to those questions would have been key considerations to HB’s auditors in
determining the proper balance of internal controls and substantive testing and whether
related parties and related-party transactions represented a risk for the material misstatement of the financial statements.
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